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Rail Freight Competition Study
As Provided By

Montana Senate Bill (SB) 315

Executive Summary and Conclusions

Purpose of Study

This study responds to Montana Legislature Senate Bill No. 315, which provides for a
feasibility study to assess conditions affecting rail freight competition in Montana and to
analyze possibilities to improve rail freight competition.

Historical Background

The merger of four railroads in 1970 to form the Burlington Northern Railroad (BN)
reduced the number of large railroads serving Montana from six to four, the four
remaining being BN, Union Pacific Railroad (UP), Soo Line Railroad, and Chicago,
Milwaukee, St. Paul and Pacific Railroad (Milwaukee Road, or MILW). Bankruptcy of
the Milwaukee Road (declared in 1977) ultimately resulted in sale of certain Milwaukee
Road properties to BN and UP (in 1980) and to the Soo Line (in 1985). Today Montana
is served by two large (Class I) railroads, Burlington Northern Santa Fe (BNSF) and UP,
and one regional railroad, Dakota, Missouri Valley & Western (DMVW), which connects
with Canadian Pacific Railway. Of the total miles of railroad operated in Montana by
BNSF, UP and DMVW, BNSF (including Montana Rail Link, which, as detailed in the
study report, is partially controlled by BNSF) dominates with over 90 percent.

Thus a merger and a bankruptcy greatly reduced rail competition in the Treasure State.
Factors Affecting Rail Freight Competition

Rail freight competition is influenced by deregulation (Staggers Rail Act of 1980),
presence of competition (other railroad, truck, barge), extent of competitive sources for
products and availability of substitute products, demand for rail service (for example,
amount of export wheat produced), and railroad productivity. The Staggers Rail Act
allows railroads to operate as businesses, for example, setting their own rates. For
transport of relatively low value, high bulk commodities, Montana has no option but to
use rail. Montana, distant from population centers and with relatively low volumes to be
transported (in comparison with other states), is not a high-demand state. All large
railroads have embraced productivity improvements, which include minimizing rail
operating costs while maximizing transportation output; the 110-car shuttle train facilities
on main lines are a prime example of this.

R.L. BANKS & ASSOCIATES, INC. Ib
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Underlying SB 315 appears to be the premise that additional rail competition would
resolve Montana's rail issues. An important finding of this study is that limited rail
competition is but one of several factors which tend to weaken rail service in Montana.
The combination of factors which result in relatively high rates and poor service
includes:

e Limited rail competition

e Montana's relatively small transportation market

e Geographic position, and distance from the more robust markets on the West
Coast and in the Midwest

e Staggers Rail Act emphasis on financial health of the railroads, and interpretation
of that law by the Interstate Commerce Commission (ICC) and Surface
Transportation Board (STB)

e Limited transportation options in Montana other than rail (distance to barge
option, and long trucking distances)

Additionally and in more recent years, the considerable growth in goods movement and
shrinking remaining railroad capacity conspire to motivate railroads to pursue markets
more lucrative than Montana (for example, longer distance and higher volume traffic).

Regulation of Railroads

The Interstate Commerce Act of 1887 initiated federal economic regulation of railroads
and created the Interstate Commerce Commission to administer the program. Within
90 years, the regulatory regime was such that railroads could not effect market-
responsive adjustments, and, with growing competition from the motor transportation
industry (the latter using public-funded highways), a major portion of the railroad
industry faced bankruptcy.

The Railroad Revitalization and Regulatory Reform Act of 1976 partially initiated
reforms intended to restore financial stability to the railroads, and was succeeded by the
Staggers Rail Act of 1980, which more effectively deregulated the railroads. Staggers
allows railroads to set their own rates, price responsive to competitive conditions (as
opposed to cost of service), and, in general, make marketplace decisions. Staggers
provides for expedited abandonment procedures, accelerated merger timetables and
confidential contracts between railroads and their customers.

Bluntly stated, Staggers allows railroads to set price according to what the market will
bear and to pay less attention to the "common carrier obligation”.

Staggers brought a major turnaround in the financial health of the railroad industry. On
the other hand, captive shippers (and captive states) pay higher rates and receive
substandard railroad service. Naturally, this prompts Montana to ask the question,
"Why should Montana pay more for less?"

R.L. BANKS & ASSOCIATES, INC. Ib
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Staggers does provide relief procedures, where rail rates are deemed unreasonable.
But adjudication of rate disputes by the Surface Transportation Board (STB), which
succeeded the Interstate Commerce Commission, has been characterized as complex,
slow, overly burdensome and very costly. Furthermore, railroads win about two-thirds
of the rate cases brought before the STB. The adverse decision in McCarty Farms
symbolizes Montana's sad experience with regard to the last two sentences.

Montana's Use of Railroads

Looking at traffic originating or terminating in the state (as opposed to bridge traffic,
which crosses the state but is of little benefit to Montana's economy), Montana moves
over 40 million tons annually by rail. This traffic is predominantly coal (28 million tons),
followed by petroleum products (4 million tons), farm products (mostly grain) (3 million
tons), lumber and wood products (2 million tons), glass and stone products (1/2 million
tons), chemicals (1/4 million tons), food products (1/4 million tons) and other categories.
Note that most of these are bulk, relatively-low-value commaodities for which there is no
economical means of long-distance transport except by rail, barge or pipeline.

Montana Ports and Intermodal Facilities

The Port of Montana at Butte and the Port of Northern Montana at Shelby were formed
to create transportation infrastructure to market Montana products. The Port of
Montana is served by two Class | railroads, BNSF and UP. The Port of Northern
Montana is served only by BNSF, but is 36 miles from the Canadian border and
Canadian Pacific Railway.

Closure of the BNSF intermodal facility (containers and trailers moved on railcars) at
Shelby in May 2004 leaves the BNSF intermodal facility at Billings as the principal
remaining intermodal facility in Montana. The Port of Montana has a small intermodal
volume, handling about 600 to 800 containers a year. Intermodal is discussed in this
study because it is the fastest-growing railroad product line, it this year exceeds coal as
the railroads' top revenue producer and it is seen by some as an area of potential
expansion for movement of goods from and to Montana. Interest by BNSF and UP in
Montana's intermodal market is evidently waning, indicated by closure of the BNSF
Shelby facility this year and closure of UP intermodal service at Butte in 1992.

Montana's Potential Market for Rail Transport

The market potential of rail transport in Montana perhaps would be higher if there were
greater competition but practical limits are imposed by the marketplace freedom granted
railroads by Staggers and by Montana's relatively low demand for transportation
services. Another constraint on Montana's rail transport market potential is the current
capacity issue. Very much aware of the financial "bottom line", today's Class | railroads
have cut costs diligently, find themselves near or at capacity on many individual lines,
and are unable to accommodate the fast-growing traffic volume. The current Union
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Pacific problem, arising from a shortage of locomotive engineers and trainmen,
exemplifies this constraint.

Interviews of business development officials and railroad customers confirm that BNSF
is not eagerly taking on every potential new transportation order and, in the case of
goods that can move by truck, sets prices at or just below current trucking prices.

Montana's need and demand for rail transportation, although of crucial importance to
the state, is relatively "small potatoes” to the large railroads. Montana's distance from
considerably larger transportation markets, on the West Coast and in the Midwest,
further reduces the railroads' inclination to provide satisfactory service to the state. The
customer that a railroad can lose to a competitor gets more attention (and a lower price)
than a captive customer. Montana is a captive state.

It is emphasized that Montana's high rail rates and substandard rail service are not
attributable solely to lack of railroad competition but also to the characteristics of
Montana's transportation market, including population of the state, volume and value of
products to be shipped by rail, distances between Montana and major transportation
markets and the railroads' business priorities. Even if two-railroad competition were
imposed throughout Montana, the other factors would mitigate against full resolution of
Montana's rail transportation problem.

Impacts Resulting from Montana's Railroad Issues

Analysis conducted in this study confirms that conducted by others: shippers in
Montana, North Dakota and other captive jurisdictions tend to pay more for rail
transportation than do shippers with an option. The Staggers Rail Act allows this
differential pricing. Waybill sample analysis indicates that the largest impact on
Montana is the price paid to move export wheat to Pacific Northwest ports. Applicable
rates are 50 percent higher than rates in states with competitive transportation
alternatives, and this costs Montana $60 million a year and devalues Montana
wheatland by $1 billion.

Waybill sample analysis shows that coal transported out of Montana carries no similar
price burden for that movement; coal transportation is paid for by the recipient and
remains very competitive. With regard to relatively small volume commodities,
limitations of the waybill sample come into play. Of the Montana products moved by
rail, only wheat showed up with revenues greatly exceeding variable costs, and to a
lesser extent, somewhat high rail transportation costs were attributed to non-metallic
minerals (e.g., gravel and crushed stone), wood products and food products (processed
farm products).

The waybill sample data make clear the dominant position of BNSF. Also, virtually no

other state has a rail system in which one railroad monopolizes the route miles to the
extent of over 90 percent.

R.L. BANKS & ASSOCIATES, INC. Ib
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Evaluation of available U.S. Department of Commerce data show that 95 million tons
were originated in Montana by all modes (meaning truck and rail, for practical purposes)
in 1997 (latest year for which data are available). Association of American Railroads
data show 41 million tons originated by rail in Montana in the same year. This provides
a rough idea of the two markets in 1997: truck 54 million tons, rail 41 million tons.

The analysis shows that intermodal (rail-truck and truck-rail) movements, normally
utilized for high-value finished products as opposed to bulk commodities, are relatively
under-used in Montana, compared with other states.

Interviews of business development officials and railroad customers reveal that in fact
high rail rates are an issue with shipment of Montana commaodities in addition to wheat,
and are a factor in business decisions not to locate or expand in Montana. Eighteen
specific businesses were identified as making decisions to locate in some other state
because of high rail rates to and from points in Montana. It is clear that this is only the
"tip of the iceberg" inasmuch as many business do not share their location searches
with economic development officials in Montana and the survey made as part of this
study was necessarily brief in consideration of time and other resources available.

Benchmarks: Comparable Issues in Other States

SB 315 asks that benchmarks be provided through a comparison of rail freight rates and
competition in the region. The waybill sample analysis confirms that North Dakota
shares with Montana the burden of high revenue-to-variable cost ratios in wheat
shipments, indicating relatively high rail rates in that state also.

Another benchmark is indicated by the considerable activity in North Dakota on the
same rail issues which trouble Montana. North Dakota has held Congressional
hearings, prepared numerous papers and is currently taking steps aimed at filing a rate
case with the Surface Transportation Board.

The waybill sample indicates high revenue-to-variable cost ratios for wheat shipments in
some other states, but to a lesser extent compared with Montana and North Dakota.

Impacts of Shuttle Trains

The advent of shuttle train service in Montana (and in many other states) over the past
half dozen years exemplifies the quest of large railroads to improve productivity and
decrease costs. Typically, a shuttle train includes about 110 railcars and dedicated
locomotives which remain together in a "consist" which loads grain in 15 hours, and
unloads grain in the same time at export facility destinations (e.g., Pacific Northwest
ports). Shuttle trains are also employed in movement of coal, cycling back and forth
between mine and coal-burning electrical power plants or export facilities.

Eleven grain storage facilities in Montana which can load shuttle trains account for
46 percent of Montana's wheat shipments. Of the eleven shuttle train loading facilities,
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six are owned or partially controlled by Cenex Harvest States and three by Columbia
Grain. The construction of these facilities in Montana was greeted with some
consternation as it became clear that country elevators, jobs and small rural
communities, not to mention railroad branch lines reaching them, were placed in
jeopardy. Closure of branch lines would result in additional impacts: loss of railroad
property tax revenue, increased highway damage (resulting from truck transportation of
grain to the shuttle facilities on main line track) and loss of railroad service to future
economic development prospects.

Despite these important costs, shuttle trains bring a substantial benefit to Montana; they
assure continued export of Montana wheat to a growing international market. Inasmuch
as efficient shuttle train loading facilities exist throughout the grain-producing states --
dozens have been constructed in other states including Kansas, Minnesota, Missouri,
Nebraska, New Mexico, North Dakota and South Dakota -- they are here to stay.

Potential Benefits of Rail Freight Competition on Economic
Development in Montana

One cannot simply say that all the impacts mentioned in the previous section would turn
into benefits were Montana to enjoy rail freight competition. As stated earlier, there are
factors in addition to lack of rail freight competition that also place Montana at a
disadvantage, for example, compared with other states, there is not an especially high
demand for transportation in Montana, because --coal excepted -- Montana's volumes
of commaodities to be shipped are relatively low.

Were there full transportation competition in Montana -- including barge and truck as
well as rail -- to the extent that such competition exists, say, in lllinois, lowa, Kansas and
Missouri, then the Montana economy would be improved by $60 million a year in wheat
transportation costs alone and the value of Montana wheatland would increase by about
one billion dollars. Were the transportation market in Montana as competitive and
robust as that in California, lllinois, New York, Pennsylvania and Texas, for example,
Montanans would not be concerned about industries not locating in the Treasure State
because of railroad prices and services.

It is unrealistic to believe that the mandating of competitive access by changes in the
law (e.g., S. 919) would cause Montana's rail issues to disappear. Montana remains a
relatively small market, which does not attract the railroads as do markets on the West
Coast and in the Midwest.

In summary, Montana's railroad problems are only partly a result of absence of rail
competition.

R.L. BANKS & ASSOCIATES, INC. Ib
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Benefits of State-Owned Infrastructure

SB 315 requests an analysis of the costs and benefits of state-owned infrastructure
(meaning rail infrastructure) compared with privately-owned infrastructure, in order to
promote greater rail freight competition.

State-owned infrastructure could result from new construction or from acquisition of
existing rail infrastructure.

The relatively low return on investment inherent in railroading, combined with the law
(Staggers) allowing railroads to charge what the market will bear, results in captive
shippers paying more. In Montana where the dominant railroad, BNSF, reduces service
in addition to charging higher prices -- because it is allowed to do so but also because
Montana is a relatively small market -- it is not feasible or realistic to consider
construction of a redundant railroad network throughout the state to provide the
competition which is lacking. In the first place, who would pay for it? In the second
place, the competitive network presumably would share the existing traffic with BNSF,
so each, BNSF and Montana, would receive only one-half of the existing traffic. And the
existing Montana rail traffic does not appear to support the current rail network, given
that BNSF is in no hurry to restore its Great Falls-Helena line, and appears to be most
interested in abandoning branch lines in Montana. Furthermore, loss of the Milwaukee
Road infrastructure in Montana is yet another indication that additional rail lines may not
be viable.

Perhaps more likely, but still at best with marginal prospects, would be investment by
Montana on grain branch lines BNSF appears interested in abandoning. Rather than
duplicate BNSF main line infrastructure, an unrealistic option, the state could acquire
lines that BNSF does not want and deliver loaded trains to the BNSF main line. But
even here there are high barriers, beginning with a relatively low amount of traffic on
Montana branch lines and the presence of shuttle train loading facilities on the main
lines -- described in this study and in the June 23, 2004, Montana Branch Line Study
Phase | -- which mitigate against the viability of this arrangement. It is almost certain
that operation and maintenance of those branch lines would require public subsidies.

Potential Actions to Improve Rail Freight Competition in Montana

At the outset of this study, R.L. Banks & Associates, Inc., (RLBA) stated that "there
should be no illusions. If Montana is determined to improve its economy through
enhancing railroad transportation competitive options, then it should look upon this
study as but the first step in a long and expensive process."

The federal government's pre-emption of most matters concerning interstate railroads
and the relatively limited manner by which it has chosen to safeguard shippers' rights
limit a state's options in dealing with railroad issues.

This study categorizes possible action by Montana in three areas:

R.L. BANKS & ASSOCIATES, INC. Ib
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Surface Transportation Board
Federal legislation
Montana actions

There are several areas over which the Surface Transportation Board (STB) exercises
regulatory jurisdiction over the railroads:

Mergers and acquisitions

Rail line abandonments

Construction of new rail lines

Adjudication of railroad rates

Competitive access by one railroad over another's lines

The mergers and acquisitions area will not come into play unless a railroad files an
application with the STB, and rail line abandonments are no remedy for Montana's rail
problems. Construction of new lines may be (over short distances) a practicable means
of improving rail competition in Montana. Montana is experienced in railroad rate cases,
having endured the McCarty Farms struggle for 18 years. Railroad rate cases are
expensive, drawn out, and recent history indicates that railroads win over shippers in
about two out of three cases. Competitive access, using the terminal access provision
of the Interstate Commerce Act, is deemed even a longer shot. Great discretion is left
to the STB in deciding and, again, recent history gives no great reason for shipper
optimism in gaining terminal access. What recent history has shown is a number of
cases in which competitive access is gained by the "build out”, or construction of a new
rail line, connecting an otherwise captive customer with a second large railroad. (The
build out requires a relatively large volume of traffic to be economic.)

Federal legislation is the remedy sought by S. 919', the Railroad Competition Act,
introduced in the 108th Congress by Montana's senators in April 2003. S. 919 seeks to
promote competition among rail carriers, maintain reasonable rates, maintain consistent
and efficient rail service, ensure that small shippers are not discriminated against and
establish arbitration procedures. In short, S. 919 holds promise of addressing and
possibly resolving Montana's railroad issues. Large railroads strongly oppose S. 919
and most observers see little chance of its passage in the near future.

Montana has not been idle in seeking railroad competition. It has built grain loading
facilities at the end of the UP line near Butte, instituted the Ports of Montana and
Northern Montana to encourage improved transportation and put federal dollars to work
improving the connection to CP in northeast Montana. Montana has actively articulated
its rail issues to BNSF, and has worked with that railroad. Montana should continue
these activities and consider the following list in developing a strategy to protect its
interests:

! A corresponding bill, H.R. 2924, was introduced in the U.S. House of Representatives.
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Work with BNSF

Work with other Class | railroads to promote competition
Reevaluate state railroad taxation policies

Work with other states

Assist impacted Montanans

Evaluate state role in line ownership and operation

Advocacy Activity

There are a number of advocacy organizations which have objectives coincident with
those of Montana. These are listed and described briefly in this study. Montana may
wish to consider greater coordination and interface with some of these organizations, for
example, the Western Governors’ Association.

Conclusions

Montana suffers from lack of rail competition. What can be done? There is no "silver
bullet". S. 919 and similar legislation would help cure some of the problem, but
Congress has shown little inclination to tamper with Staggers and the large railroads
enjoy one of the strongest Washington, DC, lobbies. Therefore, any effort to
reintroduce competition in Montana through a demolition of Burlington Northern Santa
Fe into its pre-merger constituents would not appear to be a realistic, however
desirable, policy.

As stated above, limited rail competition is one of several factors which, combined,
result in high rates and poor service in Montana. Other factors are Montana's relatively
small transportation market, geographic position and distance, Staggers Rail Act
emphasis on deregulation and interpretation of the law by the ICC and STB, and the
limited overall transportation options available in Montana.

Bringing a rate case before the STB has already been tried by Montana, and the
experience of recent rate cases does not provide much reason for optimism that
Montana's issues would be resolved under current law and STB policy.

Montana should continue its current and past efforts along several avenues to bring

more rail competition to the state and should also explore additional approaches as well
as impact-mitigating measures where practicable.
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Rail Freight Competition Study
(Montana Senate Bill (SB) 315)

Part One: Competition Issues

Section A: Introduction and Background

Purpose of Study

The State of Montana desires a feasibility study, in response to SB 315, on rail freight
competition. A copy of SB 315 is at Appendix A.

The study is to address the impacts on Montana from rail freight competition or lack
thereof, quantifying the impacts where practicable, and provide an analysis of the
potential to improve the situation, including the benefits (quantified where practicable)
which would accrue to Montana in the event improvements suggested by the study are
implemented.

A number of people were contacted during the course of this study. Names of most of
these persons are included in Appendix B. A body of literature, including hearing
testimony, exists on the subject of this study. The papers which provided the most
relevant information are included in the bibliography at Appendix C. The bibliography
has been annotated to indicate what in each paper is most pertinent to Montana's rail
competition and service issues, and Appendix C constitutes a summary of relevant
studies and documentation on the subject.

Historical Background
The starting thesis of this study is that absence of railroad competition in Montana
results in high rates which benefit only the monopoly railroad. How did Montana come

to be what today is essentially a one-railroad state?

Mergers and Consolidations

Like some other states, Montana has suffered from a lack of rail competition resulting
from, in large measure, railroad mergers and consolidations. See Map 1. Prior to 1970
— the year in which Great Northern Railway (GN), Northern Pacific Railway (NP),
Chicago, Burlington & Quincy Railroad Company (CBQ) and Spokane, Portland &
Seattle Railway System (SPS) merged to form Burlington Northern Railroad (BN) —

R.L. BANKS & ASSOCIATES, INC. Ib



Map 1
Montana Rail System Prior to 1970
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Montana enjoyed the mainlines of six Class | rail carriers®, including, in addition to three
of the aforementioned railroads, Union Pacific Railroad (UP), Chicago, Milwaukee, St.
Paul and Pacific Railroad (“Milwaukee Road” or MILW) and Soo Line Railroad. With the
exception of UP’s mainline connecting Butte and Idaho Falls, these former Class |
railroads (the "Hill lines”) were the principal rail traffic arteries connecting Pacific
Northwest cities with major Twin Cities and Chicago gateways. While the majority of
those mainlines still exist, most are now owned and operated by Burlington Northern
Santa Fe (BNSF), itself the product of the 1995 merger of The Atchison, Topeka &
Santa Fe Railway and Burlington Northern Railroad (Burlington Northern, or BN).
Montana Rail Link, Inc. (MRL) operates, under lease, the BNSF mainline across
southern Montana between Huntley, Montana, and Sandpoint, ldaho. The MILW
mainline has been abandoned between Forsyth and Lombard (near Three Forks).

The Merger Which Resulted in Burlington Northern Railroad

From a competitive access standpoint, the dawn of the 1970s did not augur well for
Montana. Beginning in 1970, the merger which resulted in BN brought four formerly
independent Class | railroads into a single entity, which reduced from six to four the
number of Class | railroads serving the State. More particularly, Montana’s two principal
east-west mainline corridors, the former GN “Hi-Line” across northern Montana and the
former Northern Pacific across southern Montana, were both properties of merger
applicants, subsequently consolidated. MILW was the only other east-west operator
offering a competitive alternative to BN, and it was in a financially precarious condition.

James J. Hill, the “Empire Builder” for which Amtrak’s Hi-Line passenger train is named,
made several unsuccessful attempts over the years to merge his NP and GN, as well as
the CBQ, also controlled by NP and GN. After the Interstate Commerce Commission
(ICC) again denied a merger petition in 1966, the Northern Lines (“Northern Lines” is
the term commonly applied to BN predecessor railroads when referred to jointly)
promised to address concerns of those opposing the merger, which included
competition and labor protection.? Concessions offered to labor and competing
railroads, helped win over the ICC. Perceptions had changed to emphasize that
railroads were fighting not only to prosper but to survive. That shift in attitude caused
ICC regulators to reconsider the BN merger in a broader context, concluding that “there
would be ‘no lessening of competition’ at 92 percent of the freight stations, and shippers
would enjoy faster and more dependable single-line service while further benefiting from
the carriers’ lower transportation costs.”

Opposition to the merger, continued, however. Two United States Senators — including
Montana’s Mike Mansfield — pressured the ICC by threatening to cut its budget.
Following several court challenges, the Supreme Court reviewed the record of the

! Class | railroads are the largest railroads. The Surface Transportation Board designation defines a
Class | railroad as one with operating revenues of $272 million or more, and this threshold is adjusted
annually for inflation.

2 Frank N. Wilner. Railroad Mergers: History, Analysis, Insight, 1997, pages 171-174.

% Wilner, page 175.
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proceeding and confirmed that the merger was indeed properly granted. Burlington
Northern was officially created March 2, 1970.

Milwaukee Road Deteriorates

Another blow to Montana’s competitive rail environment was the eventual recognition
that MILW’s operation was rapidly crumbling. The fact that MILW was in poor financial
condition was not a new phenomenon. Given the fact that MILW was the last
transcontinental rail carrier built, it could neither select the best route profile, nor take
advantage of extensive land-grant opportunities bestowed upon Northern Pacific.*
Those factors finally caught up with MILW. The 1979 State of Montana Rail Plan sums
it up:

The origins of the dire financial situation faced by the Milwaukee stem from the
annual losses incurred on a more or less regular basis during the 1970’s which
finally resulted in bankruptcy being declared on December 19, 1977.°

The depth of the problem shaped the way in which decisions were made relative to the
state of railroad competition and actions taken to promote it. MILW resorted to some
guestionable management practices to maintain the illusion that it would and could
continue to provide reliable, efficient and safe rail services. Deferred track maintenance
led to slower transit times, which caused equipment and crew shortages. Costs
continued to rise. It became increasingly clear that MILW’s precarious financial position
would have a tremendous impact on the public.

Effort to Preserve the Milwaukee Road and Competition

Major efforts undertaken to preserve large portions of the MILW were unsuccessful.
Montana initially supported the “New Milwaukee Lines” (NewMil), a non-profit
corporation composed of shipper and employees’ interests.® The ICC rejected the
NewMil plan on December 31, 1979 because it lacked adequate financing. The
bankrupt MILW Trustee undertook negotiations with other railroads interested in
purchasing portions of Milwaukee trackage. In January 1980, tentative agreement was
reached with the Trustee that Montana would acquire the Milwaukee properties
between Miles City and Marengo, Washington, (in southeast Washington state) for $55
million, and Montana withdrew its support of NewMil. In March 1980, the Trustee
withdrew his sales offer to Montana and announced an agreement selling selected
segments to BN and the Reorganization Court approved the agreement. Montana
opposed this as not being in the public interest, primarily because of loss of competitive
rail services. In May, Montana filed its application to acquire and operate the Milwaukee
Road lines between Miles City and Marengo, Washington, in order to retain competitive

* State of Montana Rail Plan, August 1979, Montana Department of Highways (Montana Rail Plan 1979),
Eage 54,

Montana Rail Plan 1979, page 51.
® 1980 Supplement, State of Montana Rail Plan (Montana Rail Plan Supplement 1980). The discussion in
this paragraph is taken from pages 5-13.
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rail service and serve the public interest. The competition issue was “considered to be
particularly important”” by Montana and the ICC accepted Montana’s application for
consideration concurrently with the BN application. Unfortunately, Montana did not
have the fiscal resources to acquire the MILW lines and in August 1980 the ICC
approved sale of certain Milwaukee Road properties to BN and Union Pacific. The ICC
noted that there were deficiencies in Montana’s application, including lack of funding,
lack of an operator and the unwillingness of other railroads to grant necessary trackage
rights to Montana.

Railbanking Efforts

It is considered extremely difficult to re-establish a railroad right of way once it has been
abandoned and acquired by new owners (or reverts to its pre-railroad owners).
Railbanking involves government purchase of railroad right of way, the purpose of which
is to preserve a transportation corridor for future use.

The 1980 Supplement, State of Montana Rail Plan, indicates Montana’s shift from
efforts to preserve rail competition to consideration of railbanking, with regard to the
MILW mainline and states the following:

In discontinuing its efforts to retain competitive rail service in Montana, a
commitment was made to investigate the concept of railbanking portions of the
Milwaukee’s mainline to (1) ensure that competitive rail service could be
reinstated, if needed in the future, to provide west-bound competitive rail service
to the coal industry and (2) reduce the potential disruption and negative impacts
occurring from heavy coal train movements along the Burlington Northern’s
southern transcontinental route.?

Montana’s consideration of railbanking uncovered several obstacles in pursuing such a
course. At the time, Montana did not have statutory authority or funding to permit
railbanking. (Legislative action did in fact come later, as Montana Code Annotated 60-
11-120, which states that money appropriated by the legislature may be used to provide
loans and grants for the preservation and continued operation of railroad branch lines.)
Railbanking was considered a gamble. The acquisition cost of the Milwaukee lines
would be great. The ultimate beneficiaries were believed to be the coal companies.
Determining ownership of the MILW right of way was another key issue to be resolved,
and also, railbanking was deemed to be unpopular with abutting landowners.®

After casting off everything west of Miles City, Montana, MILW limped along in the
1980s until its remaining lines were purchased by the Canadian Pacific-owned Soo Line
in February 1985.%°

" Montana Rail Plan Supplement 1980, page 10.
& Montana Rail Plan Supplement 1980, page 13.
° Op. Cit., pages 14-15.

1% Wilner, op. cit., page 212.
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Regulatory Changes

In addition to the specific railroad-related circumstances that began to reduce the
number of carriers and the competitive thrust of their Montana operations, there were
railroad regulatory changes, beginning in the 1970s and continuing into the 1980s, that
would exacerbate railroad problems facing the State of Montana.

The Railroad Revitalization and Regulatory Reform Act (4R Act) of 1976, in addition to
creating Conrail, encouraged railroad consolidations, revamped abandonment
procedures and limited the amount of ICC merger proceeding deliberations, all of which
were efforts to salvage the failing United States rail system. A draft of the 1978
Update to the Montana State Rail Plan observes the following with regard to the
historical context of the 4R Act:

The Railroad Revitalization and Regulatory Reform Act of 1976 has as its goal to
provide the means to rehabilitate and maintain the physical facilities, improve the
operations and structure, and restore the financial stability of the railroad system
of the United States, and to promote the “revitalization” of such railway system,
so that this mode of transportation will remain viable in the private sector of the
economy and will be able to provide energy-efficient, ecologically compatible
transportation services with greater efficiency, effectiveness and economy.*?

The Staggers Rail Act of 1980 was considerably more potent, compared with the 4R
Act. Staggers gave railroads the flexibility to set and publish rates and to negotiate
confidential contracts with shippers with regard to services and rates. Furthermore, the
ICC was directed to process abandonment requests more rapidly. These provisions
were intended to improve the efficiency of railroads and facilitate their decision-making.

Montana Rail Link — lllusion of Competition

In 1987, the Montana Rail Link (MRL) assumed control of the western portion of BN's
(formerly NP) mainline across southern Montana. MRL is a bridge carrier shuttling
freight between its connection with BNSF at Huntley, Montana, and its connection with
BNSF at Spokane, Washington. Although MRL is a new railroad in Montana, it is
important to understand that (1) BNSF owns the mainline over which MRL operates,
(2) MRL must obtain permission from BNSF to perform interchange with any other
railroad, (3) MRL origins are treated as BNSF origins in the latter's tariff books, and
(4) BNSF has agreed to provide to MRL a certain level of bridge traffic, on which the
smaller carrier’s financial performance depends. Thus MRL does not provide Montana
a genuine competitive option.

 Wilner, op. cit., page 190.
2 Montana State Rail Plan Phase 1, 1978 Draft, page 1.
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Montana Rail Transportation Policy

The 1978 draft of the Montana State Rail Plan, Phase I, Revised Planning Work
Statement, suggests consideration of a change in the state’s policy toward railroads:

[A]lthough the State of Montana has historically followed a laissez-faire policy
with regard to financial assistance for the state’s railroads, the overall importance
of future rail transport services demands participation by the state. In response
to this need the state has embarked upon a state rail planning program.*?

The 1979 Montana Rail Plan addressed at length the Milwaukee Road bankruptcy and
effects on Montana:

What happens if the Burlington Northern becomes the dominant carrier in
Montana? Is this necessarily bad? No, but it does have the effect of reducing
the leverage that the state government and shippers have in rate and service
matters. Shippers consequently must rely on intermodal [sic] competition to keep
service and price within reason. It is important to recognize that competitive rail
service only exists today within or between a relatively few areas in Montana.
Some of the major Milwaukee shippers are also Burlington Northern shippers. In
these cases, the choice of railroad (and the somewhat lower Milwaukee tariffs for
some movements) will be lost, although rail access remains. In other cases, the
Burlington Northern or Union Pacific may simply be the replacement carrier.**

Grain Subterminal Thinking

Concerned over the prospect of lessened rail competition, the 1979 Rail Plan suggested
a concept alternative in which grain would be moved in trucks to a central repository
from which the grain could be shipped in unit train quantities to achieve better railroad
rate and service terms:

One promising “substitute service” type concept, applicable particularly to the
grain lines in central Montana, would be to construct a grain subterminal in the
general Lewistown area allowing the use of unit grain trains. Grain shipments
presently made by rail from grain public warehouses located along the
Milwaukee (and other lines) would instead be trucked to the centralized facility
where it would be loaded into 100-ton hoppers. Shipments would be made in 50-
car units, rather than by single cars as at present. Such a subterminal could
eventually permit the retirement of many light density lines in central Montana.
The chief virtue of the grain subterminal concept is that it introduces major
economies of scale which would be reflected in better utilization of the car fleet
(probably dedicated equipment) and more reliable service (use of unit trains)

131978 draft of the Montana State Rail Plan, Phase |, Revised Planning Work Statement, page 6.
4 1979 Montana Rail Plan, page 65. It is believed that the word “intermodal” in the fourth sentence
should be "intramodal”.
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eliminating the local service and switching operations presently taking place
(enroute). It is a concept which is not now in existence anywhere in Montana,
although it is quite common in the Midwest. Its practicality rests on (1) being able
to pass along significant economic benefits (transport cost savings) to the
farmers, grain elevator operators and railroads, (2) a willingness on the part of
grain warehouses to combine together their shipping requirements into unit train
quantities bound for a single destination, while retaining their independence and
competitiveness in all other areas, and (3) the availability of capital funds to
construct a strategically located grain subterminal and make necessary
improvements to the highway system to sustain the “collector” trucking required
in support of the terminal. This concept is the only long-term, technologically
advanced solution possible today.*

Three vyears later, a Grain Subterminal Study was prepared for the Montana
Departments of Agriculture, Highways and Commerce.'® An outgrowth of the original
Montana Rail Plan, this study refers to BN’s decision to introduce volume rates on 26-
and 52-car units, effective December 1980, at which time Montana elevators did not
have the capability of loading unit trains. Thus BN'’s pricing strategy was expected over
time to force greater centralization of grain collecting and marketing, increasing the
profitability of grain traffic. The study states that the grower may benefit, over the short
term, from higher prices for his product but that, ultimately, with concentrated
subterminals, the options of the grower will erode. The study predicts overbuilding of
grain subterminals, as a result of competition among elevator companies.

The study examines the economic feasibility of the grain subterminal concept, applied to
Montana, and states that feasibility depends upon whether proposed subterminals
develop sufficient benefits for grain growers and elevator operators “to overcome the
inherent fear and distrust of a major change in the collection and marketing of grain.”
The study focused on (1) continuing single car service, (2) adding subterminals but
keeping public warehouses as local collection and marketing points, and (3) adding
subterminals by phasing out public warehouses. The study concluded that grain
subterminals are coming, that Montana no longer had the choice of retaining its
previous system, and that it would not be in the state’s interest to do so. Another
conclusion is that the underlying motivation of subterminal construction is to capitalize
on “the economies of scale achievable with subterminals and unit trains.” Also the
study stated that “there is no guarantee that the grower will benefit to any significant
degree” from the construction of subterminals. Yet another conclusion is that “Montana
today is appreciably behind the other wheat-producing states in developing modern
grain collection facilities and supporting unit train service.” The study referred to
increasing grain exports to Pacific-rim countries and the economies of scale requiring
changes in port facilities (grain “bulkers”, increased vessel drafts and automation),
predicted that these and unit train movements will become highly integrated, and
suggested that “Montana must design and build its subterminal facilities as an integral

> Op. cit., pages 65-66.
'® Grain Subterminal Study, Prepared by Roger Creighton Associates, Inc., for Montana Departments of
Agriculture, Highways, and Commerce, August 1981.
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component of an evolving future grain delivery system” in order to maintain a strong
competitive position. The study discussed areas of concern (lack of rail competition in
transport of grain; lack of competition in marketing grain; location of terminals, farm-to-
elevator distances, and impacts on growers; subterminal ownership and beneficiaries of
transport cost savings; and financing required highway improvements as a result of
increased truck movements). Finally, the study commented on the choice between
Montana action (state intervention) or a laissez faire approach (leave it to private
enterprise). The consultant recommended the former.

The accuracy of the predictions made in this study is notable. Indeed, BNSF and grain
companies ultimately constructed ten shuttle train loading facilities on BNSF main lines,
just within the last five years, with the benefits accruing to but one railroad. On the
other hand, it is questionable whether the competition sought in the 1979 Rail Plan
could have been attained in any event.

Geography

Geographically and generally speaking, Montana’s position on the national rail network
is a bridge between major origination and destination points. Investment in and
maintenance of rail infrastructure depends on the availability of traffic and revenue to
support it. Montana’s geographical distances and relative (to other states) low density
of population and railroad traffic origins and destinations make the state, in one sense,
dependent upon bridge traffic (traffic neither originating nor terminating in Montana) to
assist in supporting the railroad infrastructure that crosses the state. There is an
economic argument, applying to Montana as well as to many other states, that improved
highways, increased competition from trucking and a changing economy have all
conspired to make the extent of rail infrastructure built 100 years ago too expensive to
maintain today. Thus bankruptcies and abandonments have perhaps been inevitable.

The Importance of Railroads to Montana

The 1978 draft of the Montana State Rail Plan, Phase |, Revised Planning Work
Statement, sums up the principal use of rail transportation in Montana:

Montana’s economy is primarily resource based. Rail freight transportation is
considered to be a major segment of the infrastructure supporting the state’s
economy. The vast majority of Montana’s production and extractive industries
are weight intensive, more in large volumes, and are transported considerable
distances. As a result, rail transportation is frequently the most economical or
feasible transport mode for shippers. This is true of agricultural products, coal,
woodchips and ores. The spatial economy of the state is dependent on rail
services.'’

171978 draft of the Montana State Rail Plan, op. cit., page 5.
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Railroad Infrastructure Changes

The extent and nature of rail service provided depends largely on the requirements of
shippers. Consolidation in the agriculture industry -- production, handling, storage and
transport -- in many states and in Montana in particular, has contributed to the state’s
dependence on BNSF-owned and operated rail lines. Large rail loading facilities have
been constructed on Montana’s major rail lines in an effort to reduce costs, and
railroads are motivated to abandon light-density branch lines which generate relatively
few carloads and small revenues. This is part of a rationalization of railroad
infrastructure which has occurred nationwide and to a considerable degree, especially
since Staggers.

While some branch line operations cease to be profitable, opportunities may yet exist to
preserve them and/or to develop additional freight business. Some branch lines, such
as those exclusively serving one customer, for example a mine, may have little reason
to exist once the mine has been closed. On the other hand, mines sometimes re-open
in a changing economy, for example as a result of ore price fluctuations. As stated
above, it is difficult to re-establish a railroad right of way once it has been abandoned.

Summary

In summary, Montana’s “captive state” status — being dependent in general on one
railroad — results from four factors in combination: railroad mergers and consolidations,
railroad bankruptcies, the state’s geographic position and extent and the continuing
quest to improve railroad efficiency, made possible by deregulation (Staggers).

Factors Affecting Rail Freight Competition

Rail competition, rail rates and rail service are affected by a number of factors,
including:

Deregulation (Staggers Rail Act of 1980)

Avalilability of competitive transportation means (barge, truck, another railroad)
Extent of competitive sources for products and availability of substitute products
Demand for rail service (for example, the amount of export wheat produced, year
by year)

e Railroad productivity (improvements which reduce a railroad’s costs to transport
a given quantity)

All of these factors have experienced changes in past years. In a major way, Staggers
improved the ability of railroads to operate their businesses. Because railroads were
given considerable marketplace latitude, the availability of competition at any particular
location became very important to railroad customers. In the case of low-value high-
bulk commodities such as grain and coal, rail and barge are the only economic methods
of transport over significant distances. It is axiomatic that demand for rail service affects
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competition. Montana, half-way between major railroad markets, has suffered from this
geographic disability; from the railroad point of view, Montana is not a high demand
state. In a deregulated market, railroads have been able to lower their costs while
transporting greater amounts (e.g., 110-car shuttle trains), while having fewer
constraints on their ability to abandon non-productive rail lines.
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Section B: Pertinent Railroad Regulation

Federal Law and Regulation of Railroads

Interstate Commerce Act of 1887

Federal economic regulation of railroads began with the Interstate Commerce Act of
1887, under which the Interstate Commerce Commission (ICC) was assigned
responsibility to administer the regulatory program. The scope of regulation was
gradually expanded by subsequent legislation to cover, in addition to car supply and
rates, line construction, mergers and line abandonments.

The pre-1980 rail regulatory regime generally precluded market-responsive adjustments
and, combined with the growth of air and motor transportation as alternatives to rail
passenger and freight service, brought the railroad industry to the brink of bankruptcy.
A number of railroads went bankrupt.

Railroad Revitalization and Requlatory Reform Act (4R Act)

In particular during the five decades before 1976, the U.S. railroad industry was
pervasively regulated to the extent that it was unable to manage its operations efficiently
and, passenger operations aside, was unable to compete effectively with growing motor
carrier and waterway modes. The financial status of the railroad industry was poor and
getting worse. Rail rates were regulated and published as public tariffs.

In 1976, Congress sought to eliminate harmful regulation by enacting the Railroad
Revitalization and Regulatory Reform Act, also called the 4R Act. The 4R Act intended
to restore the financial stability of the railway system of the United States through
ratemaking and regulatory reform; however, it was not deemed sufficient to the task and
four years later more comprehensive reform was enacted.

Staggers Rail Act of 1980

The Staggers Rail Act of 1980 made it federal policy to rely on competition and the
demand for rail services, as opposed to regulation, to establish rates. The Act
expedited abandonment procedures, accelerated merger timetables and allowed
railroads to enter into confidential contracts with their customers.

Staggers permits differential pricing, that is, pricing responsive to competitive
conditions, as opposed to pricing according to cost of service. Staggers also allows the
railroads to pay relatively less attention to their common carrier obligation, with the
result that today, railroad service varies widely among customers.

It is generally accepted that Staggers deregulated the railroads and allowed them to
make marketplace decisions.
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The ICC Termination Act of 1995

Among other things, the ICC Termination Act of 1995 replaced the five-member ICC
with a three-member Surface Transportation Board (STB) and reduced that agency’s
regulatory responsibilities.

Results of Railroad Deregulation

Purpose of Staggers

The Staggers Rail Act of 1980 begins with a set of findings by Congress, including that
“historically, railroads were the essential factor in the national transportation system”,
that “the enactment of the Interstate Commerce Act (1887) was essential to prevent an
abuse of monopoly power by railroads”, that “earnings of the railroad industry are the
lowest of any transportation mode and are insufficient to generate funds for necessary
capital improvements” and that “modernization of economic regulation for the railroad
industry with a greater reliance on the marketplace is essential”.

These findings are followed immediately by a statement that the “purpose of this Act is
to provide for the restoration, maintenance, and improvement of the physical facilities
and financial stability of the rail system of the United States.”

Added to the facts that wide-ranging railroad bankruptcy or threats of same was
bringing into question the future of U.S. railroading and that the financial troubles of the
railroads were the prime motivator of this legislative action, these opening words
constitute a statement of public policy to free railroads from the burdens of
overregulation and to allow them to compete in the marketplace.

Changes Effected by Staggers

It is generally acknowledged that Staggers brought about a major turnaround in the
financial condition of the railroad industry. Released from burdensome restrictions and
free to set rates, the financial performance of the railroad industry has substantially
improved in the Staggers environment, even though as a group, the carriers have yet to
earn their cost of capital. Measuring Staggers against its stated purpose, the Act has
been a success. Railroads have become more productive and more competitive and
today enjoy considerably improved financial health. Also, railroad customers have
gained in lower rail rates and improved service, in general. An estimated 60 percent of
all U.S. rail traffic moves under contract as opposed to common carrier tariffs, or posted
rates,'® and contract rates are lower than posted rates.

'8 U.S. Congress, Subcommittee on Railroads, Hearing on the Status of Railroad Economic Regulation,
“Background”, March 31, 2004, www.house.gov/transportion/.
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Mixed Benefits of Staggers

On the other hand, not all railroad customers have benefited equally. As stated in a
November 2000 U.S. Department of Agriculture report authored by Marvin Prater and
Keith Klindworth, “Differential pricing allows railroads to extract higher prices from those
shippers who cannot effectively use other modes of transportation.”*® This means that
so-called “captive shippers” — those without competitive transportation options — pay
higher rates than do railroad customers having competitive options.

Montana, North Dakota, and a number of “captive” railroad customers within other
states are not satisfied because of absence of railroad competition and competitive
rates. Many railroad customers, and trade groups representing them, have expressed
dissatisfaction with rates and rate relief procedures, describing the latter as
burdensome, time-consuming and expensive. Dissatisfaction is especially acute among
industries which are captive to one railroad and have no alternative to rail (for example,
long distance shipments of bulk commodities, such as coal, grain or chemicals).
Inasmuch as Staggers allows pricing based upon market value of service, or, more
bluntly, based upon “what the traffic will bear”, an equity issue is raised: “Why should
Montana (or any other captive shipper) pay more for transportation than other states?”
Indeed, a further question is raised, since with its greater marketplace freedom a
railroad is inclined to provide service to the shipper with a competitive option before it
takes care of the captive shipper, “Why should Montana pay more, for poorer service?”

In testimony presented to the U.S. House of Representatives Transportation and
Infrastructure Committee, Subcommittee on Railroads, Steve Strege, Executive Vice
President, North Dakota Grain Dealers Association, quotes then BNSF Ag Products
Vice President Steve Bobb as saying, in a statement made at a U.S. Senate field
hearing in Bismarck, North Dakota, in March 2002, “What we do as a rail transportation
provider is look at the difference between value of grain at the origin and value of grain
at the destination, and try to determine the level of charges for transportation with
margin for the elevators to operate and make money*.

Adjudication of Rate Disputes

What relief is available, for those who believe they pay too much? Those who drafted
Staggers were mindful of the possibility of market dominance and abusive rate-setting,
where competitive options are lacking, and they included provisions to provide relief
where rates are deemed unreasonable.

With regard to rate reasonableness, Staggers limits regulatory jurisdiction to situations
in which a rail carrier is deemed “market dominant” (49 U.S.C. 10701(d)). This is
defined to mean situations where there is an “absence of effective competition from
other rail carriers or modes of transportation” (49 U.S.C. 10707(a)). Unless the Surface

% Marvin Prater and Keith Klindworth, “Long-Term Trends in Railroad Service and Capacity for U.S.
Agriculture”, U.S. Department of Agriculture, Agricultural Marketing Service, November 2000, page 9.
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Transportation Board (STB), the successor to the ICC, finds that market dominance
exists, a rate challenge may not proceed.?

The STB does not have jurisdiction over rail rates that produce revenues less than 180
percent of variable cost; below this figure a railroad is presumed not to be market
dominant (49 U.S.C. 10701(d)). (Variable costs are those parts of total cost that grow
with output. They are defined as the sum of all costs that vary with output, for example,
locomotive fuel and train crew wages.) Since railroads have high fixed costs that do not
vary with service provided, for example, investment in track infrastructure; a rate of less
than 180 percent of variable costs may not cover the full cost of providing
transportation.

If the revenue-to-variable-cost percentage is over 180 and the STB is permitted to
respond to a rate-reasonableness filing, it does so within the Staggers Act policy that all
rail carriers should earn adequate revenues (49 U.S.C. 10701(d)(2)).

As stated in a paper prepared by the House of Representatives Subcommittee on
Railroads for the March 31, 2004, hearing on The Status of Railroad Economic
Regulation:

Administrative interpretations and rules of the ICC and STB have included the
use of highly complex so-called “constrained market pricing” and “stand-alone
cost” models for evaluating whether a specific rail rate is unreasonably high. The
ICCTA [the ICC Termination Act] of 1995 required the STB to complete a
rulemaking by the end of 1997 to establish simplified rate-reasonableness
standards for evaluating non-coal cases where a full stand-alone-cost
presentation is too costly [49 U.S.C. 10701(d)(3)].%

Effective “simplified rate-reasonableness standards” have yet to be established, and this
is acknowledged by Roger Nober, the current STB chairman.

McCarty Farms

McCarty Farms began in 1980 when a class action on behalf of Montana farmers was
filed in U.S. district court, alleging that Burlington Northern Railroad (BN) was charging
unreasonable rates for transporting single cars of wheat. The following year an
Administrative Law Judge found that BN was market dominant, was charging
unreasonable rates (exceeding 200 percent of the variable cost of service) and that 200
percent was to be the maximum reasonable rate.

In a separate proceeding, the State of Montana filed with the Interstate Commerce
Commission (ICC) a challenge of the reasonableness of BN’'s multiple-car rates for
wheat and barley. The ICC consolidated the two cases, but held them in abeyance.

% U.S. Congress, Subcommittee of Railroads, op. cit., March 31, 2004. Much of this discussion of
2Aldjudication of Rate Disputes is drawn from this reference.
Ibid.

R.L. BANKS & ASSOCIATES, INC. Ib



16

Following a complaint in district court, the ICC reopened the proceedings in 1984 and
ruled that additional evidence concerning market dominance would be accepted. In
1987 the ICC ruled that BN was market dominant over wheat and barley shipments
moving from Montana to the Pacific Northwest, and turned to the rate reasonableness
analysis, deciding in 1988 that the revenue-to-variable cost standard was an
appropriate means of testing rates and finding that the BN rates were unreasonable.
The following year, the ICC issued an unpublished decision correcting several costing
problems in the revenue-to-variable-cost test, recomputing the ratios by which
reparations were to be calculated, and directing BN to submit a quantification of the
reparations and a proposal to modify its rate structure. In 1991 the ICC affirmed its
earlier decisions (BN market dominant, BN’'s rates unreasonable), calculated that BN
owed over $9 million plus interest in reparations, and imposed on BN a future rate
prescription procedure.

BN filed a petition to clarify, asking the ICC to modify its calculations. The ICC
voluntarily vacated its rate prescription order and then McCarty Farms, the State of
Montana and BN sought review of the ICC decision by the U.S. Court of Appeals. In an
opinion issued in 1993, the latter questioned the basis for the revenue-to-variable-cost
test and remanded the proceedings to the ICC for the purpose of reconsidering whether
it was appropriate to use the revenue-to-variable-cost test instead of the Constrained
Market Pricing (CMP) test. The ICC directed McCarty Farms and the State of Montana
to advise the Commission whether they wanted to proceed with the CMP test, await
development of a suitable methodology, or pursue some other course of action. In April
1993 McCarty Farms notified the ICC of its election of the CMP test and the next month
BN agreed with use of CMP test.

Following the ICC Termination Act of 1995, the Surface Transportation Board (STB)
ruled in August 1997 that McCarty Farms had failed to show under the CMP test that
the rates were unreasonably high and discontinued the proceedings. McCarty Farms
and the State of Montana filed their petition for review with the U.S. Court of Appeals.
The STB agreed that there were certain errors in its 1997 decision and issued a
supplemental decision in May 1998, however, still concluding that BN’s rates were
reasonable.

Responding to McCarty Farms’ challenges, the U.S. Court of Appeals agreed that it did
not have jurisdiction over the category of claims regarding single-car wheat shipment for
the two-year period ending September 12, 1980. The parties agreed with the Court’s
earlier ruling that it had jurisdiction over claims relating to multiple-car shipments of
wheat and barley. Despite McCarty Farms’ challenge that the Court of Appeals did not
have jurisdiction over a third category of claims, single-car shipments of barley, and of
wheat, after September 12, 1980, the Court held that it had jurisdiction. With respect to
the claims over which it asserted jurisdiction, the U.S. Court of Appeals in October 1998
affirmed the decision of the STB.

The Surface Transportation Board issued a release dated October 26, 1998, which
summarizes the McCarty Farms decision:
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Surface Transportation Board (Board) Chairman Linda J. Morgan announced
today that the United States Court of Appeals for the District of Columbia circuit
has issued a decision affirming in all respects the Board’s decision in the
"McCarty Farms" rail rate case.

In 1980, McCarty Farms, Inc., and other Montana grain shipper interests
(McCarty) challenged the rates charged by the predecessor of Burlington
Northern and Santa Fe Railway Company (BNSF) for the transportation of wheat
and barley. The case took several years as it moved through the courts. Finally,
in 1991, the Interstate Commerce Commission (ICC) found some of the
challenged rates too high, and ordered the railroad to pay over $9 million in
damages. In 1993, the ICC’s decision, which had been appealed by the railroad,
was reversed in court and, on remand, all parties agreed that the ICC should use
the maximum rate standards set out in its "constrained market pricing” (CMP)
guidelines. Accordingly, the ICC took evidence and argument under the "stand-
alone cost" (SAC) facet of the CMP guidelines.

Under SAC, the reasonableness of a railroad’s rates are judged against the
simulated cost of constructing and operating a hypothetical, efficient "stand-
alone" railroad serving the shipper’s traffic and all other traffic selected by the
shipper. In early SAC cases, the Board found that the rates charged exceeded
the costs of building and operating the hypothetical stand-alone railroad, and it
ordered rate reductions and substantial reparations (see, e.g., "Surface
Transportation Board News" releases No. 96-25, issued May 1, 1996, and
No. 97-61, issued July 29, 1997, describing decisions awarding relief to West
Texas Utilities Company and Arizona Power Company). In the Montana case,
however, because BNSF’s rates were lower than the SAC costs for the railroad
that McCarty hypothesized, the Board found that they had not been shown to be
unreasonably high.

In its appeal, McCarty argued that the Board’s calculations under the SAC
procedures were erroneous and that the Board acted improperly by issuing a
supplemental decision amending some of the technical findings while the appeal
was pending. The court disagreed, finding that the Board "rationally set forth the
grounds on which it acted,” and that "its findings [were] based on substantial
evidence." The court also found that the Board’s supplemental decision was
"helpful to the court and not prejudicial to the parties.”

The Board’s decision was issued on August 20, 1997 in McCarty Farms, Inc., et
al. v. Burlington Northern, Inc., STB Docket No. 37809, et al. The decision is
available on the Board’s web site at www.stb.dot.gov. The court’s decision was
issued on October 20, 1998, in McCarty Farms, Inc., et al. v. Surface
Transportation Board, No. 97-1632 (D.C. Cir.) and is available on the court's web
site at www.cadc.uscourts.gov.
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Section C: Montana's Use of Railroads

Although Montana has only six serving railroads, it is ranked 18" largest in railroad
route-miles in the United States with 3,279 miles® of rail. This section of the study
describes the leading commodities which originate and terminate in Montana by rail, the
volume of bridge traffic (traffic which neither originates nor terminates in Montana) and
potential traffic that could be captured from current truck movements given more
competitive rail conditions.

Rail Transportation Characteristics in Montana

The volume of current rail movements, including the top five commodities originated and
terminated within the state, is evaluated below since it forms a starting point for
investigating the potential for freight rail service in Montana. According to the latest
statistics available from the Association of American Railroads (AAR), there were
1,603,665 rail cars carried by Montana’s railroads in 2002. Of the total railcars handled
in Montana:

National Rank

346,858 cars originated 25
55,617 cars terminated 42
1,201,190 cars bridged (passed through) 34

These statistics are illustrated in Figure 1.

Montana is a much larger rail shipment producer and transfer agent than consumer.
Viewing a five year history of total Montana carloads shows a variance of less than eight
percent from year to year:

Year Total Carloads
2002 1,603,665
2001 1,506,546
2000 1,623,703
1999 1,591,458
1998 1,620,160

22 Number of railroad route miles in Montana, Association of American Railroads website.
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Figure 1
2002 Montana Rail Carloads
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Originating Carloads

Corresponding to the 346,858 cars originated in Montana in 2002, the top commodity

B Originated
B Terminated
O Bridged

Terminated

Bridged

group tonnages are shown in Table 1 and graphically in Figure 2.

2002 Montana Tons Originated

Tons Percent

Coal 27,023,292 73
Farm Products 3,291,568 9
Petroleum Products 2,922,752 8
Lumber & Wood Products 1,944,360 5
Glass & Stone Products 564,720 2
All Other 1,432,628 4
Total 37,179,320 100
Source: AAR

Nationally, Montana ranked in the top ten for carloads of coal originated (8th),
lumber and wood products originated (9th) and petroleum products terminated

(10th).
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Figure 2
2002 Montana Tons Originated
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Source: AAR.

In the most recent five years of available data concerning the top five commodities of
carloads originated in Montana, coal is consistently the number one commodity. See
Table 2. Farm, petroleum, and lumber and wood products have filled the two, three and
four spots in all the years listed. Food products (processed foods) were in the top five in
both years 1998 and 1999 but were replaced by glass and stone products in the years
2000-2002.

Table 2
Yearly Carloads Originated and Rank
2002 2001 2000 1999 1998
Coal 27,023,292(1) 27,945,111(1) 27,387,208(1) 30,263,245(1) 32,643,652(1)
Farm Products 3,291,568(2) 2,941,766(3) 3,702,652(2) 3,781,032(2) 4,323,276(2)
Petroleum Products 2,922,752(3) 3,765,664(2) 1,868,696(4) 1,972,302(4) 2,579,024(3)
Lumber & Wood Products 1,944,360(4) 1,931,976(4) 2,131,800(3) 2,163,756(3) 2,110,604(4)
Glass & Stone Products 564,720(5) 583,760(5) 734,160(5) Not In Top 5 Not In Top 5
Source: AAR.
Coal

Note that originated coal carloads have decreased since 1998. Coal is by far the
dominant Montana export; by 2002, it represented over eight times the volume of the
next closest export, farm products. In terms of coal production, Montana ranks 6™ in the
U.S. with 38,352,000 short tons produced.?® This amounts to about 3.6 percent of total
U.S. production, down slightly from the 1991 percentage of 3.8 percent. The top three
destinations for Montana coal in year 2000 are Minnesota, Montana and Michigan.*
Montana intrastate movements doubtless account for some of the volume hauled by
truck.

23 U.S. Department of Energy, Energy Information Administration and the Coal Industry Annual 2000
SEIA—0584) and Coal Production 1991 (EIA-0118).
Ibid.
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Farm Products

Farm products have ranked number two in Montana carloads originated in four out of
the five years reviewed. Wheat, barley and other grains are included in the farm
products category. In 2002, movements of Montana wheat and barley by rail and truck
were igSa ratio of ten bushels by rail to one by truck for wheat, and four to one for
barley.

The major durum spring wheat growing area is in the northeast corner of Montana.
Hard red spring and winter wheat is grown in almost all of Montana, with the major
growing area in the upper one-third and eastern portion of the state (east of Toole
County and north of Great Falls extending to the northeast corner of Montana). Barley
is grown over the entire state with the major growing area in the middle to upper one-
third of the state.?® BNSF main lines run through these major growing areas.

Other farm products exported from Montana include live animals, animal feed and
vegetables.

Canada is “Montana’s most important market, accounting for 45 percent of 2000 export
sales.””’ Montana exports to Canada totaled $302 million in 2001 and $235 million in
2002%%; the latter year's exports to Canada represent 61 percent of the value of
Montana’s exports.

Petroleum Products

Between 1998 and 2002 Montana'’s petroleum products consistently ranked in the top
four and once achieved the number two spot in rail carloads originated.

Montana’s oil production peaked in 1968 at 48.5 million barrels; average annual
production has been about 16 million barrels in recent years.”® Seventy-five to 80
percent of Montana oil production “is exported from the state, mostly to Wyoming
through the eastern pipeline system.”® Four refineries in Montana are located at
Billings (2), Laurel and Great Falls. The 57 million barrels of crude oil refined in
Montana annually come from Montana (6 percent), Alberta (73 percent) and Wyoming
(22 percent). Fifty-five percent of liquid fuel refined products is exported, to
Washington, North Dakota, Wyoming and points south.

% Grain Movement: All Montana Wheat & Barley Truck & Rail, Montana Wheat & Barley Committee
\Z(gegsdite (wbc.agr.state.mt.us/factsfigs/other/mwbtr).

Ibid.
7 u.s. Department of Commerce, International Trade Administration, August 2001, U.S. Department of
Commerce website.
%8 «Total U.S. Exports (Origin of Movement) via Montana, Top 25 Countries Based on 2002 Dollar Value”,
U.S. Census Bureau, Foreign Trade Division (link on Montana Department of Commerce website).
2 paul Cartwright, “Petroleum and Petroleum Products in Montana”, U.S. Department of Environmental
e(gugl(ijty, March 2003. Much of the discussion of this subject is taken from this paper.

Ibid.
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North-south pipelines carry crude oil through Montana, moving the product from Canada
to Montana and Wyoming. Refined product pipelines move almost all Montana refinery
output, to Montana cities, North Dakota and Wyoming and further south.

As already discussed, petroleum products are one of the top four commodities
originated by rail in Montana (almost three million tons in 2002) and are the top
commodity terminated by rail (1.5 million tons in 2002).

Lumber and Wood Products

Lumber and wood products have ranked either 3" or 4" in carloads originated during
1998-2002, with less than ten percent fluctuation in volume from year to year. The
wood products market is strongly influenced by environmental, rail-related or
secondary-industry-related factors that are beyond the control of the Montana lumber
and wood products industry. For example, wildfires, unusually wet or rainy weather,
shortages of specialized rail cars, housing market demands, interest rates, etc., can
change supply and demand. Again, Montana has a large import/export relationship with
its neighbor to the north with forest products being the second largest export to Canada
in 2001 ($32 million worth, including paper, paperboard, plywood and wood building
boards).**

Glass and Stone Products

Glass and stone products, though down from 2000, remain among the top five
commodities originated in Montana in 2002.

Machinery

Among Montana’s exports, machinery, including electrical machinery, stands out ($106
million value in 2001, $82 million in 2002) at 21 percent of the value of exports.*?

Food Products

Food products are processed foods. In 1998 and 1999, food products were in the top
five commodities originated by rail in Montana.

Terminating Carloads

In 2002, terminating traffic amounted to 4,256,464 tons. The top five commodity groups
are shown in Table 3, and are illustrated graphically in Figure 3. Yearly loads
terminated are shown in Table 4.

31 Montana Department of Commerce website.
% Montana Origin of Movement Exports by HS Chapter — All Destinations, Montana Department of
Commerce website.
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Table 3
2002 Montana Tons Terminated
Tons Percent
Petroleum Products 1,585,888 37
Coal 936,108 22
Lumber & Wood Products 344,408 8
Chemicals 277,976 7
Food Products 251,464 6
All Other 860,620 20
Total 4,256,464 100
Source: AAR.
Figure 3

2002 Montana Tons Terminated
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Source: AAR.
Table 4
Yearly Carloads Terminated and Rank
2002 2001 2000 1999 1998

Petroleum Products 1,585,888 (1) 2,463,164(1) 942,628(2) 865,862(2)  1,189,056(1)
Coal 936,108(2) 854,184(2) 967,361(1) 905,021(1) 344,784(5)
Lumber & Wood Products 344,408(3) 419,564(3) 623,412(3) 516,668(3) 399,380(4)
Chemicals 277,976(4) 332,344(5) 291,788(5) 361,020(5) 400,152(3)
Food Products 251,464(5) NotInTop5 | NotInTop5 : NotinTop5 Not In Top 5

Source: AAR.

Petroleum Products

Petroleum products movement between Canada and Montana represents a major
portion of the shipments in this commodity group. As stated above, pipelines bring
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Canadian crude oil to Montana and Wyoming, while refined product pipelines move
almost all Montana refinery output.

Coal

Coal imports are shipments to Montana power-generating facilities from nearby states,
such as Wyoming and South Dakota. Coal shipments from the Powder River Basin
(southeast Montana and northeast Wyoming) supply the vast majority of coal-fired
generating plants west of the Mississippi River and also likely fuel Montana’s coal-fired
plants. Coal imports jumped in 1999 and have ranked first or second in volume
transported by rail through 2002, the last year of available data.

Lumber and Wood Products

Wood products accounted for $50 million in Montana exports in 2002, 13 percent of the
total value of Montana exports.*

This commodity again highlights the cross trade between Canada and Montana. Not
only did Montana export wood products to Canada but also imported wood products
from Canada ($142 million worth in 2001, most of which was softwood lumber ($90
million)).**

Chemicals
Import of chemicals declined over the five years evaluated. Such imports include
fertilizer and highway de-icing salt. This category represents a potential diversion of
traffic from truck to rail, were there a more robust and competitive rail transportation
environment.

Food Products

In 2002, food products — processed foods — broke into the top five commodities
terminating in Montana by rail.

Montana Ports and Intermodal Facilities

Port of Montana

Located in Butte, this large Montana rail facility is serviced by two U.S. Class | railroads,
UP and BNSF.

The Port of Montana handles approximately 3,000 rail carloads annually: about 1,200
inbound automobiles, and about 900 carloads of forest products (oriented strand board,

% Montana Origin of Movement Exports by HS Chapter — All Destinations, op. cit.
% «“The World's Largest Trading Partnership”, Montana Department of Commerce website.
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plywood, studs, dimensioned lumber) inbound and outbound, and between 600 and 800
intermodal containers. Forest products are trucked to the Port for rail transport, where
there is a competitive choice of carriers. Inbound and outbound truck moves have
grown. Another large commodity moved by rail is magnesium chloride from Utah,
brought to Montana as a highway de-icer and for dust control.

The Port of Montana handles container (not trailer) intermodal traffic but the volume of
traffic has been declining. There is great potential to increase intermodal traffic were
rates more competitive.®*> UP formerly provided intermodal trailer service, but closed its
yard in 1992 because of small volume. R.L. Banks & Associates, Inc., (RLBA) believes
that the Port of Montana experience demonstrates that two-railroad competition in
Montana is not the panacea, or cure-all. RLBA believes that it is Montana's relatively
low volumes, compared with relatively higher transportation market volumes in other
locations, which account for the evident low Class | railroad interest in moving
Montana's intermodal traffic.

Railroad traffic at the Port of Montana has grown over the past year, primarily in
automotive and liquid chemicals. The Port also transloads between 3,000 and 6,000
tons of fertilizer a year.

UP has helped increase traffic at the port.*®

Port of Northern Montana

In 1987 Toole County and the City of Shelby jointly established an inland port authority,
the Northern Express Transportation Authority, also known as the Port of Northern
Montana. The port authority is charged with creating transportation and intermodal
infrastructure to market Montana products and services. The Port accepts inbound
railcars and provides the facilities for distribution by truck.*’

Commodities handled by the Port of Northern Montana include lumber, drilling
muds/fluids, dry bulk including grain, fertilizer, LPG and other gases, animal feed and
industrial chemicals. Facilities include 12,000 square feet of railside warehouse with
cross dock operations and bulk transload capabilities.

Before closure in May 2004 of the BNSF intermodal facility at Shelby, there were a
number of container and trailer moves between western Montana and Canada
(particularly Calgary and Edmonton). Despite closure of the BNSF intermodal facility,
the Port of Northern Montana is growing, according to an official of the Port, and the
current BNSF rate structure is facilitating this.®® Shelby's strategic location vis-a-vis
Canadian Pacific Railway (CP) (to the north) and UP (to the south) provides a measure

% June and August 2004 interviews.

% July 2004 interview.

372000 Montana State Rail Plan Update, page 61.
% August 2004 interview.
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of rail mode competition.*®* On the other hand, it is the opinion of an official at the Port
that Montana must be recognized as a "captive state" (captive to one railroad) and
appropriate action be taken by the Surface Transportation Board so that competitive
access is provided over BNSF tracks to other Class | railroads, namely, UP and CP.

In a joint venture of the Alberta Wheat Board and General Mills, an elevator was
constructed at Sweet Grass to collect and move wheat via CP and UP to Pacific
Northwest ports, thus providing a transportation alternative to BNSF.*® (Columbia Grain
now operates the facility.) The presence of that facility serves as a competitive option
with regard to moving north central Montana grain to Pacific Northwest ports for export.

BNSF Intermodal Facility, Shelby

Definition of the term "intermodal" is appropriate, as the term is subject to varying
usage. Literally, the word means between or among the modes, or transportation
involving more than one mode. Intermodal traffic connotes the transfer of cargo from
one transportation mode to another (truck-rail, rail-truck, truck-rail-truck, truck-aircratft,
etc.) in making the total trip. In passenger transport, intermodal similarly describes a
trip which includes use of more than one mode (automobile-aircraft, bus-rail, etc.). In
railroading, the term is more specific, describing the specific transportation method
involving transfer between rail and truck by either trailer-on-flat-car (TOFC) or container-
on-flat-car (COFC). The immense increase in the use of containers for shipping
merchandise has led to intermodal traffic surpassing coal as the Class | railroads’
leading revenue producer. Intermodal is the fastest growing rail business segment.
With regard to railroads, the term "transload facility” often is used to distinguish between
an intermodal facility dealing with containers (COFC) and truck trailers (TOFC) on the
one hand and a facility, such as the Port of Northern Montana, which transfers freight
other than in containers and trailers, from truck to rail or vice versa.

There was an intermodal facility at Shelby until May 2004, when BNSF terminated
operations.

In the mid-1980s, research was undertaken regarding transportation facilities at Shelby,
Billings and Missoula. It was believed that such facilities would be helpful in marketing
Montana wood products in the Midwest, and talc, to the East and South. This study
also considered less-than-truckload (LTL) and intermodal shipments. Burlington
Northern set up a rate structure that encouraged such shipments, and intermodal
movements began.** The intermodal facility (TOFC and COFC) was owned by BNSF
and operated by a trucking firm, Dick Irvin, Inc. The intermodal facility served a 500-
mile radius which brought lumber from Flathead Valley, Alberta and British Columbia,
and which brought other commodities, and prospered after a Canadian Pacific strike

% August 2004 interview.

“0 August 2004 interview.

*! The information in this paragraph results from information obtained in a telephone interview conducted
by RLBA of an official of Dick Irvin, Inc., an interstate trucking firm in Shelby, Montana, on June 4, 2004,
and of a Port of Northern Montana official on August 4, 2004.
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brought in a great deal of Canadian business — 85 to 95 percent of the total in 1996.
This was the year the facility reached an operational peak, but after the ICC approved
(1995) the merger of Burlington Northern and The Atchison, Topeka & Santa Fe, the
railroad (now BNSF) apparently lost interest and made decisions which forced
reductions in business at the facility. In the spring of 1998, BNSF announced its plan to
close its Shelby intermodal facility. Then Governor Racicot intervened; there was a
meeting with BNSF, and the carrier committed to keeping the facility open, on a
primarily eastbound traffic basis.  Gradually over the following years service
deteriorated — lane closures, rate increases and reduced schedules-- until it was
basically a part-time LTL ramp.

BNSF’s argument for closing the facility is that “intermodal volumes at Shelby have
declined and current and future projections do not support the operation.”*? Now
Billings has BNSF’s only intermodal facility in Montana.

The recent closure of the BNSF intermodal facility at Shelby is illustrative of Montana’s
declining rail service. BNSF apparently “de-marketed” the service at that location
because there were more productive uses of BNSF resources, or -- in an opinion of one
local government official in Montana -- because of BNSF system capacity constraints.

BNSF Intermodal Facility, Billings

With closure of the intermodal facility at Shelby, the BNSF intermodal facility at Billings
is the principal remaining intermodal facility in Montana. The BNSF website shows the
Billings facility as an intermodal hub on the BNSF intermodal network.

The Potential Market for Rail Transportation

The foregoing analysis, based upon data made available by AAR and found on the
Montana Department of Commerce and other websites, and based upon information
obtained in phone interviews, describes rail transportation in Montana and provides
some information on commodities exported and imported by Montana, commodities
which may be susceptible to rail transport, in an improved or more competitive rail
environment. The following analysis looks at the role of rail in the context of other
available transportation modes.

An understanding of where rail could capture traffic from competing modes of
transportation must be based upon an evaluation of current values and volumes
shipped by each mode, the capabilities of each mode and the transportation
marketplace. The 2002 Commodity Flow Survey, produced by the U.S. Department of
Commerce Economics and Statistics Administration Bureau of Transportation
Statistics*® provides helpful data.

*2 Jan Falstad, “Derailed: Burlington Northern Santa Fe Railroad closes transfer center in Shelby”, Billings
Gazette, June 6, 2004, billingsgazette.com.
3 Available on U.S. Department of Commerce website.
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Across the entire United States, Table 5 shows that the value of shipments is by far the
greatest with regard to the truck mode.

Table 5
Select Transportation Mode Characteristics, Nationwide
Value of Shipments Tons Ton-miles
2002 Average
(million dollars) | Percent of 2002 Percent of 2002 Percent of miles per
Mode total (thousands) total (millions) total shipment
Truck $6,200,469 73.1 7,622,257 65.9 1,311,085 40.9 199
Rail 320,469 3.8 1,816,528 15.7 1,199,407 37.4 911
Air 279,489 3.3 3,891 0.0 5,560 0.2 1,819
Pipeline 161,601 1.9 721,588 6.2 N/A N/A N/A
Water 90,895 1.1 713,884 6.2 323,085 10.1 577

Source: 2002 Commodity Flow Survey.

Notes: (1) Truck figures include for-hire, private carriers and the combination of both.
(2) Air numbers includes truck and air combinations.
(3) Pipeline estimates are not applicable (N/A) due to high sampling variability.

The dollar value of commaodities shipped by truck is over nineteen times that of rail, its
closest competitor. Moving across Table 5 to the ton-miles columns, truck and ralil
figures are similar in magnitude. This results from the fact that truck shipment distances
are shorter than those of rail; the average haul length by trucks is about one-fifth that of
rail.

The 2002 Commodity Flow Survey also shows, again with regard to the entire U.S., the
growth rate from 1997 to 2002 in each specific mode:

Percent Percent Percent
Value Increase Tons Increase Ton-miles Increase
Pipeline 7.3 Water 4.8 Truck 5.1
Truck 4.5 Rail 3.2 Water 4.3
Air 4.1 Pipeline 3.1 Ralil 3.2
Water 3.7 Truck -0.2 Air -2.3
Rail 0.1 Air -2.8 Pipeline N/A

Rail data suggests that tons and associated mileages are increasing.

Capture of truck traffic by rail constitutes the greatest opportunity for Montana and
across the nation, since there is such a great volume of it. The phenomenal growth of
intermodal over the past 15 years, nationwide, is indication of the immense and
expanding truck market from which railroads can pursue the most remunerative
opportunities. The prospective almost doubling of surface transportation volumes** over

* Estimated in a U.S. Department of Transportation Study and presented at Transportation Research
Board annual meeting in January 2002.
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the coming two decades, coupled with the certainty that there will be no commensurate
doubling of highway capacity, suggests the importance of surveying all surface
transportation systems and determining what priority actions should be taken to mitigate
future congestion problems.

Rail service and price issues and, in many locations, infrastructure capacity, are the
most important factors bearing on whether rail can capture market share from motor
carriers. It is misleading to think of the issue in terms of competition between railroads
and trucks. Indeed, there is and will be plenty of business available to both modes and,
indeed, for years already, trucking companies and railroads have been working together
to do what each does best: railroads handling long haul, trucks handling short haul and
movements to and from points not reached by the rail network.

There ought to be a tremendous opportunity for both Montana and the rest of the United
States, and a number of observers are suggesting that there are benefits to the public in
improving railroads’ capacity to do more — both in carrying passengers and hauling
freight. Some Class | railroads are actively promoting federal, state and local
investment in improving private railroad infrastructure, where there are public benefits.

Unfortunately, the fact is that intermodal in Montana is not keeping up with the
nationwide trend. UP in 1992 closed intermodal service at Butte because of low
volume. Now (May 2004) BNSF has closed its intermodal facility in Shelby. One major
intermodal facility remains in Montana, the BNSF facility at Billings. (There are also
intermodal services (perhaps more strictly termed transload) at the Port of Montana and
at the Port of Northern Montana.) Most Montana products are low value, bulk
commodities (e.g., coal, wheat, lumber, petroleum) which by economic necessity must
be transported by rail, barge or pipeline. Given the cost of constructing new rail or
pipeline facilities and distances to the nearest waterway, Montanans are left with the
existing rail network. By UP's closing of intermodal service in Butte and BNSF's similar
action in Shelby, the railroads have in effect stated that there is a relatively insufficient
amount of intermodal traffic in Montana and they perceive a better return on their money
in other transportation markets.
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Opinions of Business Development Officials and Shippers

A number of business development officials and rail shippers were interviewed. One
business development official spoke of a Montana industry interested in competitive
shipment rates to move 1,000 tons of an agricultural product annually. BNSF's
response was that it would not be interested in levels less than 250 carloads (25,000
tons) per year. Trucking in Montana is also problematic. For example, truckers need a
back-haul to continue operating in that very competitive market and the dearth of
backhaul opportunities is such that several Montanans interviewed have commented on
the problem. An industrial shipper in Montana stated that rail rates are an issue and
that the trucking alternative only goes so far because availability of trucks is limited.
Another business development official, in western Montana, speaking with regard to that
segment of Montana industry related to manufacture and "high tech" products, said
"there isn't enough product to move by rail". Yet another business development official
in western Montana was not particularly aware of rail and said "most people here ship
by truck”. A fourth business development official, also in western Montana, stated that a
number of clients are looking for competitive rail access and that the answer to the
current lack of competition is new legislation by Congress. Another industrial shipper
who ships an average distance of 1,000 miles, from western Montana, said that ralil
rates to move commodities to Canada or out-of-state are as high as truck rates: "BNSF
tries to match truck rates." For example, BNSF will move the product to Los Angeles by
rail taking seven to twelve days at the same price for trucking, which takes two or three
days. The BNSF attitude, this shipper stated, is "You're a captive customer.” This
shipper plans to send more by truck. In illustrating an aspect of the trucking problem in
Montana, a trucking executive said that freight trucked out of Montana is the lowest
valued in the nation (therefore truck rates would tend to be disproportionately high); for
inbound freight it's much better.

Conclusions

In a more competitive rail environment, and in one less capacity-constrained, there
could exist a potential to increase movement of goods by rail in Montana.

The commodities which currently move by rail from, to and within Montana — coal, farm
products, petroleum products, lumber and wood products, chemicals and food products
— are all candidates for increased rail volumes. Commodities now moved in Montana by
truck over relatively long distances are likewise candidates for rail movement,
depending upon origin and destination. The presently shrinking intermodal rail market
in Montana could be, under different circumstances, a growing intermodal market.

Unfortunately, a combination of Montana's geographic location (far from the larger
population concentrations and rail transport markets on the Pacific Coast and in the
Midwest), the relatively low population of Montana (one business development official
said, "We're too small a market!"), the bulk nature of most commodities produced in
Montana, lack of capacity in the current railroad infrastructure, mediocre financial
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performance and heavy current and prospective demand for (mostly long-haul) rail
transport, and therefore the lucrative rail transport markets that attract the railroads'
interest, there is little cause for optimism regarding greater use of railroads to transport
Montana's freight traffic.
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Section D: Impacts Resulting from
Montana's Railroad Issues

Impact on Montana of Limited Transportation Competition: Wheat

Montana’s wheat producers have limited options with respect to the means of
transporting grain to market. Principal domestic markets, both for feed and grain for
human consumption, are too distant for Montana to compete effectively with producers
in the Central Plains states, leaving export markets served via Pacific Northwest ports
as the state’s primary wheat destinations. These ports, some 600 to 1,300 miles distant
from points of production, cannot be served economically by truck, nor are there
navigable waterways with sufficient proximity to Montana producers to provide
competitive alternatives. Railroads provide the sole efficient mode for transporting most
of the state’s wheat from elevator to terminal, and one railroad, BNSF, provides service
to most of the state. The question addressed in this section is, “What are the impacts
on the state of limited competition in the transport of wheat?”

The analyses described below reveal that there is a substantial, quantifiable difference
between actual transportation rates charged and the cost of transportation that would be
incurred in the presence of competition. However, additional, unquantified impacts also
exist, which are the products of the exercise of market power over the quality of service
provided, the provision of rail equipment, and the inherently intangible effects of long-
term exercise of monopoly power on producer morale and willingness to innovate.

Overview: Differential Pricing and “What Is A Competitive Rate?”

The primary impact resulting from a lack of transportation alternatives is that the
monopoly transportation provider is not constrained in its price setting by the presence
of similarly efficient competitors. While the monopolist’s pricing is ultimately constrained
by the requirement not to put its customers out of business (which is the effective
constraint provided by such concepts as “geographic” or “product” competition)** the
amount that it is able to price above cost (the level that a competitor would price down
to) is a “monopoly rent,” a profit which exceeds that which would be received in an
efficient marketplace. However, classic marginal cost pricing, prerequisite to
marketplace efficiency, is inapplicable to railroads because their cost structure is such
that average costs will always exceed marginal, or variable costs.*® Therefore, a

> “Geographic” competition entails competition from producers at other locations, which of course is
endemic in agricultural markets, while “product” competition occurs where the price of a product is
constrained by the availability of a substitute, such as natural gas for coal.

46 “Marginal” cost is the cost of producing the next unit of output. In classic economic theory, competitive
firms will price down to this level, which is the minimum at which the producer will break even. It is also
assumed that marginal cost is rising at the breakeven point, to where it equals average total cost or “fully
allocated cost” - the sum of fixed costs and marginal costs divided by output. However, for railroads,
marginal costs usually continue to decline far past the level of output demanded, so that it never rises to
equal average cost.
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“competitive rate” for railroad transportation becomes a rather fluid subject — on
average, railroads must earn about 145 percent of their variable costs, but can profitably
price as low as 100 percent of variable cost in highly competitive markets as long as the
relevant share of overhead costs can be made up elsewhere.*’

The theoretical justification of differential, or discriminatory pricing by railroads is that
the economic benefits to society outweigh the additional burdens sustained by those
shippers that, by dint of their lack of transport alternatives, can be assessed rates in
excess of that which would ensue in a competitive transportation environment. This is
SO because, in an industry such as railroading in which average costs exceed variable
costs, in the absence of price discrimination, railroad solvency only can be maintained if
all shippers pay at least the average fully allocated costs of their rail service. Shippers
with access to other transport providers which can provide service at rates between ralil
variable and rail average costs will defect to lower-priced providers, resulting in the
railroad’s loss of traffic which, if retained, would have been capable of making a
contribution to rail overhead, albeit a lesser contribution than traffic rated at average
cost or above. This lost contribution to overhead must then be recouped from
remaining rail shippers, pushing up rates and, in the process, enlarging the pool of
divertable traffic. This would set into motion an economic "death spiral” for railroads, in
which they face a continually shrinking traffic base and are less and less able to recoup
revenues sufficient to forestall the deterioration of rail infrastructure and ultimately rail
service.

This argument can be accepted as fair enough; it is consistent with the peculiarities of
railroad economics, specifically the existence of declining costs over an extremely broad
range of output which renders untenable marginal cost pricing — the sine qua non of
efficient and competitive markets in most other commercial sectors.

However, granting that differential pricing is critical to railroads’ financial health, and, at
least in theory, provides a tool with which railroad economies of scale can be exploited
to expand rail markets, lower average costs and rates, and promote economic efficiency
benefiting carriers, shippers and the economy in general, it remains an open question
as to whether the manner in which railroads are in fact practicing their freedom to price
differentially is generating the promised social benefits. There may even be reason to
believe that real-world railroad price discrimination not only is failing to yield the
promised benefits but that, coupled with external costs for which carriers are not held
accountable, railroad price discrimination is proving to be a net harm to segments of the
economy.

*" As calculated by the STB in its annual “Revenue Shortfall Allocation Methodology” (“RSAM”) study,
actual 2002 revenue to variable cost ratios for the nation’s Class | carriers averaged 136.34, BNSF
averaged 1.3715. An assumed 1.45 revenue to variable cost ratio would be more than sufficient to
ensure that BNSF was “revenue adequate” under STB guidelines.
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Analyses of Rates

The extent to which Montana wheat shippers pay transportation rates not reflective of a
competitive marketplace is evaluated by analysis of the 2002 STB waybill sample and
published BNSF tariffs, and this evaluation is confirmed in studies by the General
Accounting Office (“GAQ”), The Upper Great Plains Transportation Institute, and
calculations by Whiteside & Associates.

Total rail system costs, including cost of capital, exceed total variable costs by about
45 percent, as discussed above, although this percentage varies. On average, the
revenue to variable cost ratio of railroad movements should be about 1.45. To the
extent that rates generate revenue to variable cost ratios that exceed 1.45, it can be
inferred that the pertinent traffic contributes a relatively greater amount to unallocable
overhead expenses than do rates on average. As discussed above, some rates would
have to exceed 1.45 to ensure that all unallocable costs were covered assuming that
some economically supportable traffic would necessarily contribute less than the system
average overhead contribution. Under perfect competition, revenue to variable cost
ratios would equal 1.00, which would be unsustainable system-wide.*® In assessing the
cost to Montana of lacking transportation competition available to wheat shippers, this
study assumes that a revenue to variable cost ratio of 1.45 is consistent with a
“typically” competitive market and that a revenue to variable cost ratio of 1.80 (the
jurisdictional threshold for STB review of rates) is consistent with a minimally
competitive market.

The 2002 General Accounting Office Report

On June 7, 2002, the GAO submitted a report to the Committee on Transportation and
Infrastructure of the U.S. House of representatives entitled “Railroad Regulation —
Changes in Freight Railroad Rates from 1997 through 2000.” The report noted
substantial disparities in rate and profit levels depending upon the extent of both inter-
and intramodal competition facing rail carriers. The existence of waterborne
competition was cited as a likely reason that in the year 2000, the average rail rate for
wheat from the Duluth economic area to the Chicago economic area was, at about
1.2 cents per ton-mile (in 1996 constant dollars), nearly 2 cents per ton-mile below the
average rate from the Great Falls economic area to the Portland economic area.*® The

8 According to Arvid Roach, the late lawyer for the UP, the average revenue to variable cost ratio where
there is head-to-head railroad competition is 1.06; that is, railroads compete to the point where there is a
negligible contribution to overhead expenses. The STB’s 2002 RSAM calculations indicates that BNSF's
average revenue to variable cost ratio for competitive traffic (i.e., movements in which it earned less than
180 percent of variable costs) was 1.011. This traffic accounted for 80.3 percent of BNSF's freight
revenue and 90.3 percent of its freight expenses.

* “Revenue per ton-mile” was used as a proxy for rail rates by the GAO and, for the sake of mathematical
convenience, is also so used in this report. It also was adopted in 1989 by the Association of American
Railroads (“AAR”) as a rate surrogate when it became clear that revenue per ton mile tends to rise less
steeply or fall more rapidly than true rates, and thus was useful to demonstrate the “positive effects” of
deregulation. Until 1988, the AAR regularly published the caveat that “[revenue per ton-mile] does not
necessarily measure average rate levels because it is affected by composition of traffic and length of
haul.”
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revenue to variable cost ratio barely exceeded 1.00 from Duluth origins, while it was
3.08 from Great Falls origins. Similarly, as a consequence of barge competition, the
average rate for corn from Chicago to New Orleans was about 1.1 cent per ton-mile
versus 2.8 cents per ton-mile for the considerably shorter distance from the Evansuville,
Indiana, economic area to the Atlanta economic area. Overall average rates for corn,
which in general originates much more closely to navigable waterways than does
wheat, were 1.8 cents per ton-mile versus 2.4 cents per ton-mile for wheat.*

The availability of railroad-to-railroad competition was cited as the likely reason that for
the period 1997 through 2000 rail rates for wheat terminating in the Portland economic
area were about 1.4 cents per ton-mile lower for shipments originating in the Wichita,
Kansas and Oklahoma City, Oklahoma economic areas than those originating from
Great Falls, Montana.

Whiteside & Associates Calculations

Whiteside & Associates calculated revenue to variable cost ratios for year 2002 wheat
movements from seven Montana and four Nebraska origins to the Pacific Northwest.
Separate calculations were made for 110-car BNSF trains and BNSF single-car rates.
From Montana origins, 110-car rates generated revenue-to-variable cost ratios of about
3.05 to just over 3.40, approximately 50 percent higher than Nebraska origin ratios of
2.10 to 2.15. Single car rates generated ratios from about 2.35 to about 2.70 for
Montana origins, also about 50 percent above the corresponding Nebraska origin ratios,
which ranged from about 1.60 to 1.65.%*

Analysis of Wheat Movements: 2002 Waybill Sample

A new evaluation was performed for this study utilizing the 2002 costed waybill sample
published by the Surface Transportation Board and provided to the State of Montana.>?
This data set is restricted to movements originating, terminating or passing through the
state. Sample data were expanded by the “exact expansion factor” provided by the

* The average rate for wheat in 2000 (in current dollars) was 2.59 cents per ton-mile and for corn, 2.06
cents per ton mile. Average distance of origins to navigable waterways was 93 miles for corn versus 212
miles for wheat. Average hauls of 883 miles for corn and 761 miles for wheat were roughly similar, but
the greater distance corn moves may account for part of the discrepancy in rates as between the two
commodities. Bitzan, Vachal, VanWechel and Vinje; The Differential Effects of Rail Rate Deregulation:
U.S. Corn, Wheat and Soybean Markets, Upper Great Plains Transportation Institute, North Dakota State
University, 2003.

>L Whiteside & Associates results are published on the Montana Wheat and Barley Committee website.

*2 The “costed” waybill sample is a confidential document and results of analyses that are made available
to the public must be aggregated to avoid revealing highly specific movement data. The wayhbill includes
variable costs of sampled movements as calculated by the STB's URCS methodology.
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STB to generate estimates of freight revenues and variable costs. As shown in Table 6,
railroad revenue exceeded variable costs for all Montana-originated rail wheat
movements by over $60 million in 2002 -- $100.2 million in freight revenue to $38.4
million in variable costs. The resulting revenue to variable cost ratio of 2.61 is just
slightly below North Dakota’s 2.67 and significantly above the 1.69 ratio of Colorado,
Kansas, Minnesota, Nebraska and South Dakota combined.”® Despite the lower
revenue to variable cost ratio, because of a lower average length of haul, Montana’s
average revenue per ton-mile exceeded North Dakota’s by 18 percent -- 3.10 cents to
2.63 cents.

Caveat: “Masked” Revenues

Revenues from contracted movements are permitted to be “masked” by the railroads
providing data to the STB. Nor are contract movements identified as such (other than
for internal STB analysis). That is, as reported, the revenue may vary from actual and
users of the waybill sample are cautioned as to the uses to which the data may be put.
However, the total revenue reported by commodity in the waybill sample has been
shown to be consistent with actual revenue (see MacDonald: “Competition and Rail
Rates for the Shipment of Corn, Soybeans and Wheat”, Rand Journal of Economics,
Spring 1987, in which the author found that wheat revenue per ton as reported in the
Wayhbill sample was $15.42 versus that reported in ICC Freight Commodity Statistics
(actual) was $15.34, or only a difference of one-half of a percent. Examination of the
waybill sample revealed that high revenue to variable cost ratios were consistently in
evidence for all Montana wheat movements, regardless of whether they were contract
(masked) revenues or tariff (actual) revenues. Further, this analysis found that lower
revenue to variable cost ratios were consistently in evidence on wheat movements other
than for those with Montana or North Dakota origins, and for corn movements.

Nevertheless, with respect to wheat, “masking” may be responsible for overstating
revenues by as much as twelve percent overall and 30 percent for shuttle train
movements. An analysis of year 2002 shuttle train movements indicates that an
average of 108.3 cars and 12,090 tons moved per trainload, with 111.7 tons per
carload. Total shuttle tonnage of 1.27 million was just below 39 percent of total rail
wheat movements. The average “masked” rate was $3,247 per carload, which, given
an average variable cost of $980 per carload, generates a revenue to variable cost ratio
of 3.31. The masked rate, which happens to be almost identical to the published tariff
rate for 110-car shuttle movements, is unreasonably high, as it could not create
incentives for elevator operators to invest in required facilities and to lower rates to grain

* The North Dakota sample is not comprehensive as it is limited to bridge movements through Montana,
but this is likely sufficient to capture virtually all North Dakota export movements to the Pacific Northwest.
The sample of movements originating in the other five states is significantly restricted, reflecting only
about 800 thousand tons originating from those states in 2002. Nevertheless, the resulting data is
consistent with both the GAO and Whiteside analyses.
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State by State Comparison, 2002 Wheat Shipments

m
£ 3 > Py & g
3 o S @ < 4 m Y g
=3 3 = < [0} X ]
@ o @ ) Py < S Q ke o <
Q » 3 3 2 e 2 & 2 2 = 2
= © ) 2 T 5 0 o o3 )
E 3 & 9 o 2 g2 g =1 o 53 S
0 3 3 5 g o] o) 2 S 3 g3
& 2 g 5 o 3 92 = 2 S 23 9
@ 7 & 3 8 S 0 D =4 @ Qo @
MT 2,114 30,111 1,057 $3,328 $31.94 2.61 $0.0310 1,484 3,137,525 $ 100,217,160 $ 38,405,746
ND 363 8,886 1,378 $3,919 $36.30 2.67 $0.0263 2,640 959,388 $ 34,824,618 $ 13,043,732
MT+ND 2,477 38,997 1,130 $3,463 $32.96 2.62 $0.0296 1,654 4,096,912 $ 135,041,778 $ 51,449,478
CcO 56 1,271 1,639 $3,062 $30.31 1.40 $0.0185 2,288 128,338 $ 3,890,553 $ 2,770,655
KS 68 779 2,019 $3,847 $38.54 1.35 $0.0191 1,145 77,710 $ 2,994,968 $ 2,210,658
MN 22 1,114 1,662 $3,341 $29.92 2.08 $0.0180 5,653 124,376 $ 3,721,834 $ 1,786,568
NE 54 2,723 1557 $3,166 $29.53 1.91 $0.0190 5,404 291,877 $ 8,619,342 $ 4,514,301
SD 27 1,500 1,677 $2,768 $25.83 1.63 $0.0154 5,969 160,758 $ 4,152,226 $ 2,547,960
5 states 227 7,386 1,660 $3,165 $29.86 1.69 $0.0180 3,451 783,059 $ 23,378,923 $ 13,830,142
7 states 2,704 46,383 1,214 $3,416 $32.46 2.43 $0.0270 1,805 4,879,972 $ 158,420,701 $ 65,279,620

Source: Surface Transportation Board (STB) Carload Wayhill Sample for Montana, year 2002.
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producers sufficient for them to truck wheat the additional distances often required to
reach a shuttle facility. It is more likely that actual contract rates to shuttle facility
operators produce revenue to variable cost ratios in the order of 2.40, as is typical of
non-shuttle operations, yielding an average rate per carload of about $2,350. It is
important to note that a per-carload rate of $2,350, or about $1,000 below the “masked”
rate, is deemed to be required to compensate elevator operators and producers for the
additional costs that converting to a shuttle demands; no benefit to Montana would
transpire until shuttle rates fell even below this reduced figure. (At $2,350 per carload,
railroads would earn a contribution to overhead of about $1,370, equivalent to the
contribution earned on non-shuttle wheat movements originating in Montana.)
Therefore, this economic impact analysis does not correct for the assumed masking
factor — the adverse effects to Montana of high grain logistics costs are approximately
the same whether the farmer is asked, ultimately, to shoulder the cost of the tariff rate or
a reduced rate plus the costs of (1) underwriting elevator expansion and (2) demands
associated with increased trucking, including semi-trailer acquisitions, operating costs
and higher taxes required to address roadway maintenance needs.

Analysis of Corn Movements: 2002 Waybill Sample

Montana’s 2002 waybill sample includes data reflecting nearly 6.4 million tons of corn
originating in Minnesota and South Dakota, with lesser amounts originating in Missouri,
Nebraska and North Dakota. As shown in Table 7, the data confirms the lower revenue
to variable cost ratios characteristic of corn shipments — on average, 1.35 in the sample.
Revenue per ton-mile was 1.31 cents on an average haul of 1,866 miles as compared
with Montana wheat revenue per ton-mile of 3.10 cents on an average haul of 1,057
miles. Montana wheat revenue per ton of $31.94 was 30.6 percent greater than the
average revenue per ton for corn ($24.46) despite a 43.4 percent shorter average haul.
Each ton of corn contributed $6.37 to overhead costs, each ton of Montana wheat
contributed $19.70, over three times as much. Each ton-mile of corn contributed 0.34
cents to overhead, a bare 18 percent of the 1.86 cents per ton-mile contributed by
Montana wheat.

Review of Current BNSF Wheat Tariffs

In July 2002 BNSF announced that it was ceasing to practice differential pricing with
respect to Montana and North Dakota wheat. The announcement followed complaints
that the railroad was quoting preferential rates to eastern North Dakota wheat shippers
in an attempt to redirect shipments from the Minneapolis market to the Portland export
market.>* To determine whether BNSF has carried through in this promise, BNSF
current tariffs for the transportation of wheat to the Pacific Northwest were analyzed.
The tariffs reviewed, all from BNSF Rate Book 4022, are listed in Table 8.

* “In a letter to Governor Martz, BNSF President Matt Rose said, ‘effective July 31, the Burlington
Northern and Santa Fe Railway Company (BNSF) will discontinue the North Dakota-Montana differential
pricing structure.” Montana Department of Agriculture website, News Release, July 16, 2002.
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State by State Comparison, 2002 Corn Shipments

Table 7
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ND 374 2,226 1593 $ 2,742 $ 26.02 1.29 $ 0.0163 627 234521 % 6,102,583 $ 4,714,518
MO 80 80 2,015 $ 626 $ 32.10 0.54 $ 0.0159 20 1562 $ 50,136 $ 92,931
MN 1,250 39,495 1908 $ 2529 $ 23.89 1.34 $ 0.0125 3,346 4,181,985 $ 99,894,985 $ 74,453,979
NE 6 646 2068 $ 2476 $ 22.72 1.29 $ 0.0110 11,729 70,372 $ 1,599,180 $ 1,237,851
SD 1,288 17,653 1,799 $ 2,730 $ 25.59 1.39 $ 0.0142 1,462 1,883,109 $ 48,194,612 $ 34,737,802
5 states 2,998 60,099 1,866 $ 2593 $ 24.46 1.35 $ 0.0131 2,125 6,371,548 $ 155,841,496 $ 115,237,081

Source: Surface Transportation Board (STB) Carload Waybill Sample for Montana, year 2002.
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Table 8
BNSF Tariffs, Wheat to Pacific Northwest

43160
43521
43538
43540
43541
43549
43550
43551
43571
43581
43585
43586
43590
43591
43594

Description

WHEAT - CO-KS-OK-TX TO PNW

WHEAT - MB-MN-MT-ND-SD-WI-WY TO OR-WA
WHEAT - MN-MT-ND-SD TO PNW

WHEAT - AZ-CA-NM-TX TO PENDLETON, OR
WHEAT - MB-MN-MT-ND-SD-WI TO UP STNS OR
WHEAT - MN-MT-ND-SD TO UP STATIONS OR
WHEAT - MT TO HERMISTON/PENDLETON, OR
WHEAT - MT-ND TO HERMISTON/PENDLETON, OR
WHEAT - MB-MN-MT-ND-SD-WI TO OR-WA
WHEAT - CO-IL-KS-MO-NE-WY TO PNW

WHEAT - AZ-CA-NM-TX TO OR-WA

WHEAT - CO-KS-MO-NE-WY TO PNW

WHEAT - ID-WA TO PNW

WHEAT - CA-ID-OR-WA TO OR-WA
WHEAT - WA TO OR-WA

Source: Burlington Northern Santa Fe (BNSF) Rate Book 4022.
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Table 9 encapsulates tariff rates for wheat to the Pacific Northwest from 475 BNSF
origination points in Colorado, Kansas, Minnesota, North Dakota, South Dakota,
Nebraska, Wyoming and Montana. Length of haul ranges from 714 to 2,038 miles.
BNSF state-by-state rates were identical for all 58 origins in Minnesota, 43 in South
Dakota, 18 in Colorado, 17 in Kansas and 4 in Wyoming. Three different rates applied
to the 174 origin points in North Dakota, and four rates for 82 points in Nebraska. No
less than 53 different rate structures applied to the 59 origins located in Montana.

Different rate structures are available at different locations; some elevators have
available separate rates for 1-25 cars, 26-51, 52-109 and 110-120 cars; different rates
may also be applicable to 263,000- and 286,000-pound cars. The tariff rates exhibit a
strong consistency with respect to length of haul and rate levels. A regression analysis
indicates that Montana rates are not discriminatory, that no particular state or portion of
a state (other than that described immediately below with respect to Montana Rail Link
(MRL) lines in Montana) possesses a significant rate advantage and rates from more
distant origins were consistently higher than rates from less-distant origins.>®> Thus, it
appears that BNSF has indeed eliminated the differential rates to the Pacific Northwest
as reflected in the tariffs. However, it is a different question, and an unanswered one,
as to how much traffic, particularly that originating in states other than North Dakota and
Montana, actually move under these tariff rates.

The next two tables demonstrate that BNSF tariff rates for movements from Montana to
the Pacific Northwest can be affected by competitive factors. As seen in Table 10, feed
grain rates for one to 25-car shipments are 12 to 18 cents per bushel lower than export
rates, although railroad costs should not differ significantly between the two types of
wheat.

Table 11 compares tariff rates for elevators equivalently distant from Portland but which
are located on MRL as opposed to BNSF lines. Rates for one to 25 cars for the MRL-
located facilities average 21 cents per bushel below comparable facilities on BNSF
lines.

Estimated Impact to Montana of Non-Competitive Wheat Rates

Based on the analysis of the 2002 waybill sample, with estimates confirmed by close
correlation with results from the GAO and Whiteside & Associates, the cost to Montana
in the year 2002 of non-competitive rail rates was $44.5 million, representing the
difference between actual grain freight revenues and grain freight revenues constrained

*° Tariffs for 1-25 car shipment were grouped by states and mileage block and fitted to a curve with an R-
square of .85. The regression analysis revealed that Montana rates, which averaged $3,762 per carload,
were 1.5 percent below the predicted average rate of $3,821. However, rates for Montana movements
which were over 1,100 miles (that is, excluding MRL-origin points) averaged $196 per carload over the
predicted rates.
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BNSF Current Tariffs to Pacific Northwest

Table 9
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4827 $ 4,477 $
4575 $ 4,362 $
4525 $ 4,175 $
3312 $ 3,09 $
3454 $ 3241 $
3525 $ 3,317 $
3776 $ 3574 $
4257 $ 4,044 $
4249 $ 3,968 $

0TT/601-¢S

LR A o LR A o LR T A

&+ BB

Per Car Mile
- 3
N =
o 3
2 B
%) o
273 $ 240
240 $ 212
283 $ 257
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263 $ 232
255 $ 225
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275 $ 249
321 $ 282
435 $ 3.79
409 $ 358
375 $ 330
359 $ 319
365 $ 3.28
344 $ 3.09

Source: Burlington Northern Santa Fe (BNSF) posted tariff rates.
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Table 10

Difference in BNSF Tariff Rates: Montana to Pacific
Northwest, Feed Grain versus Exportable Grain

Rate Per Car, 1-25 Carloads

Montana Origin

HARRISON
MANHATTAN
BELGRADE
BIG TIMBER
LEWISTOWN

LOUISVILLE
CUT BANK

FT BENTON
MERIWETHER

RONAN
HELENA
SHELBY
BILLINGS
MOCCASIN
HAVRE
HARLEM

MILES CITY
GLASGOW
GLENDIVE
WOLF POINT
SIDNEY
PLENTYWOOD

BNSF
Item 43521

Export Wheat

2,706
2,743
2,752
2,824
3,402

R ]

2,717
3,292
3,432
3,250

@ BB P

2,569
2,763
3,393
3,440
3,484
3,608
3,697

P PP PP

3,933
4,108
4,140
4,200
4,269
4,326

RS2 AR R o T T

BNSF Item

43571, Non- Difference

Export Feed Per Bushel
$ 2,298 $ 0.121
$ 2,335 $ 0.121
$ 2,344 $ 0.121
$ 2,416 $ 0.121
$ 2,994 $ 0.121
$ 2,263 $ 0.135
$ 2,833 $ 0.136
$ 2,973 $ 0.136
$ 2,790 $ 0.137
$ 2,058 $ 0.152
$ 2,252 $ 0.152
$ 2,882 $ 0.152
$ 2,929 $ 0.152
$ 2,973 $ 0.152
$ 3,097 $ 0.152
$ 3,186 $ 0.152
$ 3,319 $ 0.182
$ 3,494 $ 0.182
$ 3,526 $ 0.182
$ 3,586 $ 0.182
$ 3,656 $ 0.182
$ 3,712 $ 0.182

Source: Burlington Northern Santa Fe (BNSF) posted tariffs.
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Table 11

BNSF Tariffs: Comparison of Wheat Rates to Pacific Northwest
MRL versus Similarly Distant BNSF Origins

Miles to Miles to Pct. Diff. Per

BNSF Origin Portland Rate MRL Origin | Portland Rate Difference  Bushel*
MERIWETHER 740 $ 3,250 HAMILTON 714 $ 2,587 -20.4% $ 0.197
CUT BANK 760 $ 3,292 HELENA 785 $ 2,763 -16.1% $ 0.157
SHELBY 785 $ 3,393 LOUISVILLE 796 $ 2,717 -19.9% $ 0.201
LEDGER 805 $ 3,393 TOWNSEND 818 $ 2,695 -20.6% $ 0.207
CHESTER 829 $ 3,483 TOSTON 829 $ 2,706 -22.3% $ 0.231
JOPLIN 839 $ 3,502 STANLEY 840 $ 2,717 -22.4% $ 0.233
GREAT FALLS 882 $ 3,393 BOZEMAN 882 $ 2,762 -18.6% $ 0.187
HAVRE 890 $ 3,608 HARRISON 887 $ 2,706 -25.0% $ 0.268
AVERAGE 816 $ 3,414 819 $ 2,707 -20.7% $ 0.210
Source: BNSF Ratebook 4022, Item 43521, 1-25 Cars; distances from BNSF website.
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to a system average of 145 percent of variable costs. Compared to a “minimally
competitive market,” in which rates exceeded variable costs by 80 percent, Montana
shippers paid an additional $31.1 million. These estimates reflect 3.14 million tons of
wheat being transported by rail an average of 1,057 miles at an average per-carload
rate of $3,328. (2.18 million tons were shipped to the Pacific Northwest, the vast
preponderance by rail.) The competitive per-carload rate equals $1,849 and the
minimally-competitive per-carload rate is $2,296. On a per-bushel basis, the
overpayments equal 42.7 cents and 29.8 cents, respectively.

Year 2002 Montana wheat production of 110 million bushels was only 72 percent of the
average of 152.5 million bushels for the ten years 1994 through 2003. Assuming that
rail tonnage in 2002 was similarly below average and all else being equal, the impact of
non-competitive rates would increase 38.8 percent to $61.8 million annually above rates
paid in an “average” competitive market and $43.2 million as compared with rates in a
“minimally competitive” market.>® A highly competitive market, in which railroad revenue
to variable cost equaled 1.06 would result in a reduction of rail charges by 59 percent,
or $82.5 million annually.

The average number of acres planted over the ten years 1994 through 2003 was
5.71 million (marginally below 2002’s 5.79 million acres), with a market value of
approximately $2.14 billion.>” The pre-tax per-acre impact of non-competitive rates is
$10.82 annually ($61.8 million divided by 5.71 million) and $8.66 per acre after-tax,
assuming an effective rate of 20 percent. The after-tax impact equals 47 percent of the
average annual rent for non-irrigated cropland ($18.50 in both 2002 and 2003.)*®
Assuming that a 47 percent increase in the rental value of cropland were to be reflected
in its market value, the value of this farmland would increase by $1 billion (5.71 million x
$375 x 0.47).

Rail Transportation of Montana Products

Products Originating in Montana

Railroads transport Montana’s products within the state and to 42 states and Canadian
provinces. Nearly 40 million tons were carried in 2002, with a total freight bill of over
$650 million. Coal constituted 69 percent of the tonnage and accounted for 50 percent

*® The calculated impact of $61.8 million compares with estimated overcharges “because of lack of
effective competition” of “more than $70 million” (Jim Christianson of the Montana Wheat and Barley
Committee and Richard Owen of the Montana Grain Growers Association, reported in the Billings
Gazette, September 7, 2001). Jon Mielke, at the time Executive Secretary of North Dakota’s Public
Service Commission, estimated the comparable overcharges (above “reasonable” rates) affecting North
Dakota’'s farmers and elevator operators at between $50 and $100 million. (NDGDA online, “New
Coalition Opposes Unfair Railroad Practices,” http://www.ndgda.org, November 8, 2001.

*" Based on an average value per unirrigated acre of $375. Montana Agricultural Statistics Service; 2003
Montana Agricultural Statistics, p.14.

58 Ibid.
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of the freight bill, with farm products, petroleum and coal products, wood products, and
hazardous materials being the next most significant commodities shipped.

An analysis of 2002 waybill data reveals that other than for farm products, and wheat in
particular, rail-borne commaodities originating in Montana do not bear disproportionately
high shipping costs. As discussed in the next section, however, this does not in itself
mean that the market is functioning effectively. Service may often be substandard,
guashing prospects for higher volumes. On the other hand, there may be effective
product or geographic competition which constrains railroad behavior despite the
absence of direct rail or viable non-rail transportation competition.

There is a dearth of high-value products that move out of Montana via rail; a very small
proportion of rail shipments consist of finished wood or metal products, non-bulk food
products, etc. The quality of rail service, as opposed to rail rates, underlies the
dominance of truck in these categories of freight.

Table 12 displays the dispersion of Montana rail-carried products. Sets of columns
provide data on commodity volumes (tons, carloads, number of shipments), shipment
characteristics (average carloads per shipment, average length of haul), composite
revenue and cost, revenue per ton-mile, ton and carload, cost per carload, and
contribution (revenue minus cost) per carload. Nearly 53 percent of the tonnage,
predominantly coal, moves to Minnesota and Wisconsin. Unit trains are far more
frequently employed in the Wisconsin shipments, accounting for lower apparent
revenue to variable cost ratios and lower freight charges per ton despite average hauls
20 percent longer than those to Minnesota. Indiana, another major coal-receiving state,
relies almost entirely on single-car movements of coal, resulting in even higher per-ton
costs and revenue to variable cost ratios. However, it should be recognized that the
freight revenue data for coal may be the least reliable for any commodity as most coal
moves under contract rates, and therefore freight revenues are most affected by
“masking” by the railroads.

Significant quantities move intrastate by rail; over 3.8 million tons, primarily gasoline,
pulpwood and chips, is transported from Montana origins to Montana destinations, with
an average haul of only 187 miles. These movements, with an average revenue to cost
ratio of 1.54 and revenue per ton of $8.16, represent welcome respite to state and local
highways. Encouraging more of these movements is in the state’s interests.

A great diversity of products move to California by rail; these include barley, wheat,
cottonseeds, gravel, animal meal, wheat flour, sugar, cordwood, flooring, plywood,
particle board, paperboard, ammonia, brick, aluminum slab and others. This diversity is
not exhibited with respect to any other state of termination; at this stage it is not possible
to determine whether this reflects inadequate demand or inadequate rail service at other
destinations.
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Montana Originating Rail Shi

Table 12

pments by State or Province of Termination (2002)
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MN |Coal 11,049,080 | 95,676 4,228 22.6 851 $ 134,109,586 | $ 80,486,613 | 1.67 $ 0.0143  $ 12.14 | $ 1,402 | $ 841 | $ 560
WI |Coal 9,775,858 | 84,068 1,656 50.8 | 1,021 82,800,918 69,481,443 | 1.19 0.0083 8.47 985 826 158
MT |Petroleum products, pulpwood 3,815,976 | 42,560 | 15,280 2.8 187 31,155,072 20,224,553 | 1.54 0.0436 8.16 732 475 257
WA |Wheat, coal, wood products 3,592,971 | 33,902 6,825 5.0 985 81,158,468 36,499,572 | 2.22 0.0229 22.59 2,394 | 1,077 | 1,317
IL |Coal, lumber 3,406,738 | 32,152 7,383 4.4 1,251 75,029,768 42,892,950  1.75 0.0176 22.02 2,334 | 1,334 | 1,000
IN |Coal 1,467,240 | 12,680 | 12,680 1.0 | 1,282 42,431,280 24,767,737 | 1.71 0.0226 28.92 3,346 | 1,953 | 1,393
OR |Wheat, particleboard, paperboard 1,187,857 | 12,738 5,241 24 969 39,377,094 16,646,819 | 2.37 0.0342 33.15 3,091 | 1,307 | 1,784
CA |Wood products, paperboard, grain 868,400 | 10,372 7,496 14| 1612 36,384,020 25,907,155 | 1.40 0.0260 41.90 3,508 | 2,498 | 1,010
ND |Coal 821,126 8,634 1,946 4.4 704 16,979,762 8,972,897 | 1.89 0.0294 20.68 1,967 | 1,039 927
TX |Lumber, hazmat 785,512 8,910 5,784 1.5 | 1,908 29,724,584 22,357,330 | 1.33 0.0198 37.84 3,336 | 2,509 827
AZ |Hazmat, lumber 393,134 4,100 2,064 20| 1,624 14,484,991 8,946,216 | 1.62 0.0227 36.84 3,533 | 2,182 | 1,351
AB |Cement 322,400 3,240 3,240 1.0 930 5,196,080 6,357,748 | 0.82 0.0173 16.12 1,604 | 1,962 (359)
CO |Wood products, stone, hazmat 304,932 3,416 2,928 1.2 967 6,856,980 6,031,271 | 1.14 0.0232 22.49 2,007 | 1,766 242
IA |Hazmat 260,268 2,750 1,116 25| 1,118 7,330,492 4,293,107 | 1.71 0.0252 28.17 2,666 | 1,561 | 1,105
ID |Asphalt, hazmat 247,728 2,888 1,748 1.7 621 8,102,216 3,200,092 | 2.53 0.0527 32.71 2,805 1,108 | 1,697
MO |Lumber 169,016 1,904 1,660 11| 1,567 7,135,276 4,533,338 | 1.57 0.0269 42.22 3,748 | 2,381 | 1,367
NE Hazmat, molasses 104,204 1,160 904 1.3 825 2,003,948 1,674,556 | 1.20 0.0233 19.23 1,728 | 1,444 284
NM |Hazmat 96,412 1,160 1,024 1.1 1,454 4,061,596 2,279,715 | 1.78 0.0290 42.13 3,501 | 1,965 | 1,536
MB |Coal 78,084 810 126 6.4 | 1,110 1,538,278 1,018,365 | 1.51 0.0177 19.70 1,899 | 1,257 642
NV Hazmat 73,748 872 716 1.2 | 1,570 2,942,400 2,042,495 | 1.44 0.0254 39.90 3,374 | 2,342 | 1,032
FL |Hazmat 62,120 680 680 1.0 | 2,685 3,099,600 2,573,591 | 1.20 0.0186 49.90 4,558 | 3,785 774
UT |Hazmat, wheat 62,060 716 556 1.3 | 1,010 2,333,144 1,198,030 | 1.95 0.0372 37.59 3,259 | 1,673 | 1,585
TN |Lumber 60,972 836 812 1.0 | 2,040 2,859,488 2,642,870 | 1.08 0.0230 46.90 3,420 | 3,161 259
BC Hazmat, coal 60,950 630 402 1.6 | 1,216 1,160,256 1,075,275 | 1.08 0.0157 19.04 1,842 | 1,707 135
KS |Lumber, hazmat 57,560 720 720 1.0 | 1,543 2,134,680 1,484,075 | 1.44 0.0240 37.09 2,965 2,061 904
AL [Lumber, iron/steel scrap 43,680 480 480 1.0 | 2,308 1,864,360 1,661,908 | 1.12 0.0185 42.68 3,884 | 3,462 422
SK |Iron or steel scrap 39,040 440 400 1.1 895 820,520 846,921 | 0.97 0.0235 21.02 1,865 1,925 (60)
OK |Residual fuel oils, lumber 38,836 544 328 1.7 | 1,545 1,672,892 1,141,136 | 1.47 0.0279 43.08 3,075 | 2,098 977
SD Hazmat 34,076 396 276 14| 1,028 1,154,264 668,647 | 1.73 0.0330 33.87 2915 1,689 | 1,226
ON |Hazmat 29,280 320 320 1.0 | 1,845 1,844,240 988,101 | 1.87 0.0341 62.99 5,763 | 3,088 | 2,675
AR |Lumber 26,600 360 360 1.0 | 2,055 1,375,440 1,265,866 | 1.09 0.0252 51.71 3,821 | 3,516 304
LA |Wheat 24,028 252 56 45| 1,972 1,127,000 858,621 | 1.31 0.0238 46.90 4,472 | 3,407 | 1,065
KY |Lumber 22,680 280 280 1.0 | 1,895 1,015,760 883,396 | 1.15 0.0236 44.79 3,628 | 3,155 473
OH |Soapstone/talc 20,360 240 240 1.0 | 2,019 1,340,520 756,897 | 1.77 0.0326 65.84 5,586 | 3,154 | 2,432
MI |Hazmat, soapstone/talc 16,400 480 480 1.0 | 1,418 921,040 581,616 | 1.58 0.0396 56.16 1,919 | 1,212 707
ME |Soapstone/talc 15,160 160 160 1.0 | 2,603 1,026,640 641,981 | 1.60 0.0260 67.72 6,417 | 4,012 | 2,404
NJ | Soapstone/talc 5,400 80 80 1.0 | 2,660 394,240 318,495 | 1.24 0.0274 73.01 4,928 | 3,981 947
NY |Soapstone/talc 3,840 40 40 1.0 | 2,359 338,240 122,993 | 2.75 0.0373 88.08 8,456 | 3,075 | 5,381
GA |Soapstone/talc 3,600 40 40 1.0 | 2,398 404,440 125,697 | 3.22 0.0468 | 112.34 | 10,111 | 3,142 6,969
MS |Soapstone/talc 3,600 40 40 1.0 | 2,060 197,720 140,230 | 1.41 0.0267 54.92 4,943 | 3,506 | 1,437
VA |Soapstone/talc 3,120 40 40 1.0 | 2,173 218,680 147,756 | 1.48 0.0323 70.09 5,467 | 3,694 | 1,773
NC Soapstone/talc 2,880 40 40 1.0 | 2,717 252,160 161,399 | 1.56 0.0322 87.56 6,304 | 4,035 | 2,269
PA |Trailers, empty 160 40 40 1.0 | 2,123 10,520 35,732 | 0.29 0.0310 65.75 263 893 (630)
[Total | 39,457,086/ 371,846] 90,915] | 4.1] 960] [ $656,368,653] $408,935,205] 1.61| [ $0.0173] $16.64] $1,765] $1,100] $665
Source: STB Wayhbill Sample for Montana, year 2002.
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Table 13 details Montana-originated commaodities by two-digit standard transportation
commodity code (STCC). In addition to the columns displayed in Table 12, STB 1999
western U.S. data (the most recent year analyzed) for average length of haul and
average revenue per ton-mile is provided for most commodity groups. This provides a
basis by which discrimination affecting Montana products can be assessed on a “first
cut” basis. For commodities which have reasonably consistent average lengths-of-haul
for both U.S. west and Montana origins, only three are seen to have generated
significantly higher revenues per ton-mile for Montana origins than for the West
generally. STCC 01, Farm Products, (principally wheat) is 2.96 cents per ton-mile from
Montana origins versus 2.06 cents for the West as a whole — a 44 percent premium
which understates the differential inasmuch as the average length of haul for Montana
products is 1,018 miles versus 920 for the West as a whole (lengthier hauls reduce
revenue per ton-mile, all else being equal). A lesser disparity is seen for STCC 14,
Non-Metallic Minerals, such as gravel and crushed stone, with a 22 percent higher
revenue per ton-mile assessed against Montana products, also despite longer hauls
from Montana. The average revenue to variable cost ratio of 1.68 is somewhat above
what would be expected in a highly competitive market. Finally, STCC 20, Food
Products, including processed wheat, molasses, sugar products and vegetable oil, cost
13 percent more per ton-mile from Montana origins than western origins generally,
again with a slightly greater average length of haul.

It is in the state’s interest to keep as much Non-Metallic Minerals on rail as possible;
heavy-loaded gravel trucks are renowned for the damage that they can do to highways.
The relatively small volumes moving from Montana origins on rail (201,008 tons in
2002) may be subject to increase. Interestingly, STCC 32, Stone, Clay Glass and
Concrete, which exhibit much greater lengths of haul but are similar in many other
transportation characteristics, moved at the much lower revenue to variable cost ratio of
1.18.

Food products may provide one of the more promising value-added opportunities for the
state; wheat which is made expensive to export because of high rail rates may be
converted into processed flour which is then truck-competitive for further movement.

STCC 29, Wood Products, also provides some possible opportunities to the state.
Lumber, plywood, particleboard and raw forest products constitute the third largest
source of railroad revenues from Montana products with two million tons moving at a
cost of over $74 million. While it appears that truck competition has kept rail rates
moderate with a revenue to variable cost ratio of only 1.25, service quality may be a
factor in limiting more growth in these product lines.

Products Terminating in Montana

Considerably less rail tonnage terminates in Montana than originates in the state; the
2002 wayhbill sample indicates that only 2.64 million tons generating $75.1 million in
freight revenue terminated versus 39.46 tons and $656.4 million originated. Subtracting
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Table 13

Montana Originating Rail Shipments by Commaodity (2002)
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11 Coal 27.135136] 233,126 15,379 152] 982 922| |$ 329129611 $ 210,307,268 | 1.56 00124 | $ 001100 | |$ 1213 | $ 1,411|$ 902 | $ 510
1 Farm products 3769226 36,724 3,304 11.1] 1,018 920 113,558,838 46,796,563  2.43 0.0296 0.0206 3043 | 3,002 | 1,274 1818
29 Petroleum and coal products 2,946,136 32,472 9,704 33 222 788 24,780,148 15,580,801 | 1.59 0.0380 0.0308 8.41 763 480 | 283
24 Wood products 2,065,960 25,840 25,840 10 1,340 1,167 74,125,840 59,108,928 1.25 0.0268 0.0250 3588 | 2,869 | 2,287 581
49 Hazmat 1,589,012 18,156 13,472 13/ 1210 nia 55,881,876 31,853,501 1.75 0.0291 nla 3547 | 3078 1,754 1323
32[Stone clay glass & concrete 575,880] 6,200 6,200 1.0] 1,073 628 14,564,800 12,323,894 | 1.18 0.0236 0.0301 2529 | 2349 1,988 | 361
20 Food products 521,212| 5756 5596 10 1122| 1,057 16,402,768 10,730,046 | 1.53 0.0281 0.0249 3147 | 2850 | 1,864 986
26/ Pulp & paper products 404,760/ 6,600 6,600 10 1122| 1,030 16,805,760 13,194,216 | 1.27 0.0370 0.0345 4152 | 2546 | 1,999 547
14 Non metallic minerals 201,008 2128 376 57 424 366 2,675,996 1,588,239 | 1.68 0.0314 0.0257 1331 1,258 746 | 511
40 Waste and scrap materials 99,864 1,220 1,036 12 1,194 508 2,648,260 2475194 1.07 0.0222 0.0294 2652 | 2171 2020 142
28[Chemicals 80,720 840 840 1.0 1,006 938 2,220,800 1,325,999 | 167 0.0273 0.0326 2751 2644 1,579 1,065
33 Primary metal products 42,600 480 480 10| 1,673] 1,081 1,613,920 1,436,166 | 1.12 0.0226 0.0248 3789 | 3,362 | 2992 370
37 | Transportation equipment 33,772 1,064 848 13| 7s5| 1119 862,596 1,020,087 | 0.85 0.0338 0.0654 2554 811 959 | (148)
46 | Misc. mixed shipments 11,720 520 520 10| 1177| 1,846 448,240 392,337 1.14 0.0325 nla 38.25 862 754 | 108
34 Sheet metal 4,400 160 160 10| 364] nia 98,560 112,324 0.88 0.0616 nla 22.40 616 702 | (86)
42 Empty trailers 4,160 800/ 800 10 1358 nla 421,600 578,863 | 0.73 0.0746 nla 101.35 527 724 (197)
47|LcL 840 40 40 1.0/ 2,100] nla 70,200 51,542 | 1.36 0.0398 nla 8357 | 1,755| 1,280 466
39 Misc. mfr. Products 200 40 40 1.0 2577 nla 58,840 59,237 | 0.99 0.1142 nla 20420 1471 1481  (10)
Total® 39,486,606 372,166] 91,235] 41] o nia | [$ 656368653 $ 408,935,205 | 1.6 [s 1662 [$ 1,764 |3 1,099 [ $ 665

Source: STB Waybill Sample for Montana, year 2002.
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Totals do not agree with Table 1 as certain traffic, e.g. railroad cars, is excluded from Table 1.
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coal, 1.82 million tons terminated and 12.32 million tons, or 576 percent more
originated, generating $68.8 million and $327.3 million in freight revenue respectively, or
376 percent from originating traffic. Table 14 displays states of origination and principal
commodities, lines in italics break out specific major commodities originating from
specific states.

Average revenue to variable cost ratio of all terminating commodities was 1.63 and, as
shown in Table 15, the highest ratio (2.93) was applicable to bituminous coal. As these
coal movements are most probably moving under contract, masking of rates makes any
conclusions respecting these generally short-haul coal movements unreliable.

The second-largest commodity group by tonnage and the greatest revenue-generator
terminating in Montana is hazardous materials, followed by food products (third and
second, respectively) and wood and forest products (fourth in both tonnage and
revenue). Outbound shipments of all these commodity groups dwarfs inbound. It is not
until the fifth and sixth most significant imports by tonnage — bauxite ores (mainly from
Washington) and chemicals (from several states) — that terminations exceed
originations. Just under 1,300 carloads of each of these commaodities, the equivalent of
about 5,000 truckloads, were imported in 2002, a fairly insignificant volume.

The imbalance of outbound over inbound commodity quantities may be a factor in
driving up the costs of Montana exports, as ready backhauls are not available for most
originating shipments. The limited volumes of imports also suggests that most products
moving into the state are handled by truck, increasing costs of both factor inputs (such
as bauxite ores) and retail products.

Impact on Montana of Lack of Transportation Competition: Other
Than Wheat

The lack of viable competitive alternatives in the transportation of Montana’s wheat
generates easily identifiable and measurable symptoms — prices for transport services
include a substantial supranormal profit, the carrier enjoys a return well above what it
could earn in an efficient market, and the producers’ margins are correspondingly
shaved. The farmers’ reduced earning stream translates into a lessening of the market
value of agricultural properties, and also acts as a signal to plant fewer acres and
perhaps divert land to alternative uses not as rail dependent, such as grazing, and
ultimately contributes to depopulation.

Other than for wheat, however, the symptoms are a bit less clear and the height of the
fever is not so easily measured. A review of railroad revenue to variable cost ratios,
which are the handiest, if somewhat imperfect, indicators of the relative balance
between transportation rates and transporter costs, do not in themselves show that
there is much amiss in non-agricultural sectors. This raises the possibility that, given
railroads’ historical anemic to at best middling financial performance, Montana shippers
other than wheat shippers are no more captive and no more unprotected from potential

R.L. BANKS & ASSOCIATES, INC. Ib



51

Table 14
Terminating Montana Rail Shipments by State or Province of Origination (2002)
g g 3 D) g
‘TU’) =4 e) z < § s - g 2
T 4] w 2 e g c 2 o) > T
2 DQ = = 8 2 & g o g o3 o 8 o =
o = < [}
=2 s 3| |37 ¢ °3 % | B 25 23 B3
22 Principal Commoiti T 52 |83 Eo| | 55 28 5 83 &% &%
® S pal Commodaities ons 0 » > 2 c 9 evenue |4 @ D 7 =] o = o = o =
WY [Coal, gypsum, hazmat 935504 8,599] 1,523 56 288 |$ 8319152 ] 2.36] $ 0.0309 | $ 8.89 $967 $ 410 | $ 558
Bituminous Coal 824,264 7,151 111 64.4 | 271 6,271,372 | 293 0.0281 7.61 877 299 578
AB [Hazmat, misc organic chem 246,000 2,920 2,920 10] 919 8,010,120 | 1.71] 0.0354 | 32.56 | 2,743 | 1,609 | 1,135
WA Bauxite ores, lumber, hazmat 217,148 2,988 2,048 15| 730 5415008 | 1.61 00341 | 2494 | 1812 1,123 689
Bauxite ores 110,348 1,112 19 57 690 2,066,288 | 1.72 00271 | 18.73| 1,858 1,082 776
Lumber-rough/flooring, plywood 52,600 600 600 10| 697 1,110,040 | 1.36  0.0303 | 21.10 | 1850 1,363 487
ND |Grain, prepared feed 201,360 2,368] 1,908 12] 755 4512,780 | 1.42] 00297 | 22.41] 1,906 1,339 567
MN |Hazmat, corn, TOFC 151,328 3,664| 3,288 1.1 | 1,018 6,456,476 | 1.58 00419 | 42.67 | 1762 1,114 649
Corn, corn prod. 50,604 ~ 552| 368 15| 1,056 1,236,640 126 00232 | 24.44| 2240 1,781 459
Hazmat 43052 1,672 1,604 10| 968 2,685,084 | 205 00644 | 6237 | 1,606 784 821
TOFC, frt nec 11,440 720 720 10| 957 1,028,600 2.00  0.0940 | 89.91 | 1,429 714 714
IL [Trans equip, TOFC, hazmat 135,640 6,240 6,240 10 1,372 13,514,920 1.80 00726  99.64 2,166 1,201 965
Autos, trucks 46,760 1,840 1,840 1.0 | 1,442 7,008,440 2.06  0.1039 149.88 3,809 1,851 1,958
Hazmat 40,280 1,920 1,920 1.0 | 1,341 2,946,800 1.68 00545 7316 1535 914 621
TOFC, LCL 31,000 2,080 2,080 1.0 | 1,332 2,737,680 1.63  0.0663  88.31 1316 810 506
BC |Wood, cement 95,160 1,040] 1,040 10] 968 2,606,520 1.34  0.0283 | 27.39| 2506 1,876 630
OR |Wallboard, lumber, bauxite 90,992 1,216/ 972 13| 816 2,572,804/ 1.43  0.0347 | 2828 | 2116 1,481 635
SD | Soybean meal, corn 77,556  816| 660 1.2 | 1,075 1,888,952 1.14 00226 | 2436 | 2,315 2,037 277
TX |Beer, ale, hazmat 76,640 1,000/ 1,000 1.0 | 1,907 3,505,920 1.32 0.0240 | 4575| 3506 2,654 852
ID |Barley, lumber, superphosphate 71,856 728 324 2.2 357 1,083,988| 1.86 0.0422 15.09 1,489 799 690
CO [Paper waste, beer 61,640 1,330] 1,054 1.3] 909 2,077,648] 1.04 00371 33.71] 1562 1,500 62
Paper waste/scrap 31,480 560 560 1.0 | 1,009 955,520 | 0.94  0.0301 =~ 3035 | 1,706 | 1,824 | (118)
Beer, ale 18484 562 362 16| 792 653,628 0.96  0.0446 3536 | 1163 1,211 (48)
IA [Feed, soybean meal 35,000)  400] 360 1.1 ] 1,345 1,374,440 1.67 00292 | 3927 | 3,436| 2060| 1,376
MB |Hazmat 34,880  440| 440 1.0 | 1,050 1,295,440 1.79 00354 | 37.14 | 2,944 | 1645 1,299
CA |Used vehicles, petroleum coke 32,284 616 504 1.2 | 1,478 2,522,712 2.08 0.0529 78.14 4,095 1,968 2,127
Used vehicles 6,520| 320 320 1.0 | 1,302 1,299,880 2.69  0.1532 | 199.37 | 4,062 | 1,511 | 2,551
UT |Barium,calcium compounds 23,560] 240] 240 10] 716 640,000 2.19] 00379 | 27.16 | 2,667 | 1215| 1452
FL |Superphosphate 20,976  212| 104 20 | 2,741 1,058,048 1.20 00184 | 50.44 | 4,991 4,147 843
AR |steel mill products 19,560 240/ 240 1.0 | 1,825 744,400 1.02 00209 | 3806 | 3,02 3,033 69
SK | Barley 18,040, 200/ 200 10| 701 452680 1.67 00358 | 2500 | 2263 1,355 908
KS Hazmat 12,720, 168 24 7.0 | 1172 510,612 2.37 00343 | 4014 3,039 | 1285 1755
OH [Hazmat 12,400]  200] 200 1.0 [ 2,087 1,275,960] 2.43) 00493 | 10290 | 6,380 | 2,626 3,754
AL Coke, cottonseeds 10,648 140 92 15| 2,192 571,492 1.24 00245 | 5367 | 4,082 3281 801
WI  Automobiles, industrial sand 10,560, 200/ 200 1.0 | 1,343 674,560 1.78 00476 | 63.88 | 3,373 1,899 1,474
NE |Bearings 10,360, 200/ 200 10| 701 238,880 0.93 00329 | 23.06| 1,194 1,290 (96)
MI_ Used vehicles 7,720 160 160 1.0 | 1,688 713,400 2.08 00548 | 9241 4,459 | 2142 | 2317
IN [Automobiles 4,800] 2400 240 1.0 1,578 829,400 1.81] 0.1095| 17279 | 3,456| 1905| 1,551
NS |Construction panels, flooring 4,760 80 80 1.0 | 3,096 763,480 2.08 0.0518 160.39 9,544 4,599 4,945
MO |Trucks, hazmat 4,720 80 80 1.0 | 1,372 369,040 2555 00570 | 7819 4,613 | 1812 2801
LA Petroleum lubricants 4,360 80 80 1.0 | 2,410 232,160 1.15 00221 | 5325| 2902 2526 376
MS | Agricult. chem, furniture 4,240 120 120 1.0 | 2,048 306,280 0.89 00353 | 7224 2,552 | 2855  (302)
OK [Petroleum refining products 3,360 40 40 1.0 1,738 144,320 1.58] 0.0247 | 4295  3,608| 2279 ] 1,329
TN |Vegetable oil cake 2,960 40 40 1.0 | 1,850 137,200 1.51| 0.0250  46.35 3,430 | 2265 | 1,165
WV | Sand, industrial 2,880 40 40 1.0 | 2,334 146,440 0.63| 0.0218  50.85 3,661 | 5783 | (2,122)
AZ |Used vehicles 2,640 120 120 1.0 | 1,635 439,080/ 1.95 0.1017 16632 3,659 | 1,880 | 1,779
ON_|Automobiles 840 40 40 1.0 | 1,930 165,920 1.94 01023 | 19752 | 4,148 2,134 2014
Total 2,640,572 37,005 26,621] | 14| 773] | $75,101,232] 1.63| $ 0.0368 | $ 28.44 | $ 2,029 | $ 1,245 ' $ 785

Source: STB Waybill Sample for Montana, year 2002.
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Table 15
Railroad Commodities Terminating in Montana (2002)
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11 | Bituminous Coal 824,264 7,151 111 271 64.4 $ 6,271,372 ' $ 2,141,593  2.93 $00281 $ 761 $ 877 $ 299 $ 578
49 Hazmat 371,612 7,200 6,988 1,102 1.0 16,649,656 8,754,452 1.90 0.0406 44.80 2,312 1,216 1,097
20 |Food Products 247,864 3,214 2,838 1,068 1.1 6,657,140 5,454,226  1.22 0.0251 26.86 2,071 1,697 374
24 'Wood, Forest Prod. 222,808 2,616 2,544 858 1.0 5,840,684 4,628,025  1.26 0.0306 26.21 2,233 1,769 464
1 |Farm Products 216,580 2,272 1,128 730 2.0 4,438,836 3,077,197  1.44 0.0281 20.50 1,954 1,354 599
28 | Chemicals 127,536 1,292/ 1,184 1,277 1.1 4,424,088 2,659,849 1.66 0.0272 34.69 3,424 2,059 1,366
10 |Bauxite ores 127,100 1,284 204 683 6.3 2,377,088 1,371,443 | 1.73 0.0274 18.70 1,851 1,068 783
40 |Paper waste 99,240 1,800 1,800 1,035 1.0 3,163,000 3,388,477 | 0.93 0.0308 31.87 1,757 1,882 (125)
32 |Stone, clay, glass 85,800 880 880 784 1.0 1,823,440 1,233,707 | 1.48 0.0271 21.25 2,072 1,402 670
37 |Transportation equip. 75,840 3,008 2,972 1,329 1.0 9,987,980 5,143,223 1.94 0.0991 | 131.70 3,320 1,710 1,611
14 Nonmetallic Minerals 58,560 600 600 553 1.0 1,058,960 846,776 | 1.25 0.0327 18.08 1,765 1,411 354
29 |Petroleum/coal products 54,292 716 556 1,376 1.3 2,472,564 1,464,751 1.69 0.0331 45.54 3,453 2,046 1,408
46&47 TOFC, mixed shpts, LCL 42,000 2,844 2,764 1,182 1.0 3,583,764 2,136,775  1.68 0.0722 85.33 1,260 751 509
33 |Primary metal products 41,276 528 452 1,574 1.2 1,592,780 1,311,837 1.21 0.0245 38.59 3,017 2,485 532
411 |Used Vehicles 21,160 920 920 1,256 1.0 3,405,760 1,449,198 | 2.35 0.1282 | 160.95 3,702 1,575 2,127
26  Paper products 12,960 160 160 1,164 1.0 712,240 390,781 | 1.82 0.0472 54.96 4,452 2,442 2,009
35 |Machinery 10,040 200 200 847 1.0 384,880 276,644 | 1.39 0.0453 38.33 1,924 1,383 541
422 | Trailers, Empty 1,000 240 240 936 1.0 155,200 107,938 | 1.44 0.1658 | 155.20 647 450 197
25 |Furniture 640 80 80 2,128 1.0 101,800 227,883 | 0.45 0.0748 | 159.06 1,273 2,849 | (1,576)
Total | 2,640,572/ 37,005 26,621] 773 1.4 |$ 75,101,232 $ 46,064,775 1.63] [$ 0.0368 $ 28.44 | $ 2,029 $ 1,245 $ 785

Source: STB Waybill Sample for Montana, year 2002.

R.L. BANKS & ASSOCIATES, mc.-b
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abuses of rail market power than those in any other region of the country. In this
section, the arguments will be made that (a) Montana shippers, in fact, have among the
fewest competitive transportation alternatives in the nation, (b) there is a strong
possibility, although evidence is not conclusive, that BNSF’'s near-monopoly in rail
service sharply inhibits the development of value-added industries and deters
businesses from locating in the state and (c) non-price exercises of monopoly power
may be equally as capable of “chilling” the regional economy as elevated rate-setting.

Railroad Concentration and Montana’'s Lack of Competitive Options

As shown in Table 16, nearly 40 million tons of rail freight was originated in Montana in
2002, 98.6 percent of which was on the lines of BNSF or its associated carrier, MRL.>®
All but 3.9 percent of the rail tonnage destined for Montana from out-of-state terminated
on BNSF. BNSF and MRL handled the Montana origination or termination of 98.4
percent of total state rail tons, on movements which accounted for 94.9 percent of the
rail freight revenue in that year.

This dominance in the local rail market is reflected in the proportion of miles of rail line
in the state that is operated by BNSF and MRL. Table 17 displays the “one-firm
concentration ratio” for U.S. railroads for all 45 states in which a Class | railroad
operates. (In the continental U.S., only three New England states with a total of 330
miles of rail line lack Class | service: New Hampshire, Rhode Island and Vermont.)®°
The second column in Table 17 identifies the railroad with the greatest number of miles
operated in each state, the third column gives the number of miles for that carrier, and
the fourth column displays the total number of miles of road for all Class | and regional
railroads. Local railroad mileage is not given as these operators, while able to provide
access to larger railroads which may provide market competition, can rarely offer
competitive rail service on their own. The final column shows the percentage of Class |
and regional miles represented by the single largest carrier by state.

% Among the administrative niceties which underscore the fact that MRL is not a competitor of BNSF is
that all sampled 2002 waybills for wheat movements originating at elevators nominally on MRL lines
indicate BNSF as the originating railroad; BNSF publishes single-carrier tariffs from these locations and,
per waybill data, MRL terminates no traffic in Montana which originates on BNSF lines. For official STB
wayhbill purposes, nearly 90 percent of MRL traffic is gasoline, fuel oil and petroleum coke.

There were seven Class | railroads in 2002, defined at that time as a railroad with annual revenues of
$272 million or greater. The AAR identifies two other classifications of railroads, “regional railroads’ —
linehaul carriers with at least 350 miles of road and/or earning between $40 million and the Class |
threshold, and all smaller or “local railroads.” Including trackage rights, which results in double-counts of
mileages, in 2002 the seven Class | railroads operated 99,943 of the U.S. total 141,391 miles of road
(14,278 miles average), 31 regional railroads operated 15,048 miles (485 mile average) and 514 local
carriers operated 26,400 miles (51 mile average).

R.L. BANKS & ASSOCIATES, INC. Ib
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Table 16

Ralil Carrier Traffic Shares: Montana 2002
Montana Originations
Originating Percent of

Carrier Tons Total Revenue Percent of Total
BNSF 35,799,785 90.7% $ 602,885,911 91.9%
MRL 3,113,216 7.9% 24,682,512 3.8%
upP 323,528 0.8% 16,614,468 2.5%
CPRS 252,477 0.6% 12,185,762 1.9%
MT Total 39,489,006 $ 656,368,653
Montana Terminations (Interstate only)
Terminating Percent of

Carrier Tons Total Revenue Percent of Total
BNSF 2,540,884 96.1% $ 67,124,588 88.8%
upP 92,808 3.5% 8,112,524 10.7%
MRL 11,400 0.4% 333,120 0.4%
MT Total 2,645,092 $ 75,570,232
Total Montana Traffic

Montana Percent of

Carrier Tons Total Revenue Percent of Total
BNSF 38,340,669 91.0% $ 670,010,499 91.5%
MRL 3,124,616 7.4% 25,015,632 3.4%
upP 416,336 1.0% 24,726,992 3.4%
CPRS 252,477 0.6% 12,185,762 1.7%
MT Total 42,134,098 $ 731,938,885

Source: STB Waybill Sample for Montana, year 2002.
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Table 17

Largest Railroad Share of Mileage by State®
(45 States served by Class | Railroads, 2002)

Largest RR
Largest | Class | and as Pct. of
Largest RR: Miles | Regional RR Class | &
State Railroad of Road | Miles Total Regional

Montana BNSF/MRL 2,948 3,131 94.2%
Delaware NS 203 246 82.5
Idaho UP 876 1,101 79.6
Kentucky CSX 1,837 2,385 77.0
Florida CSX 1,748 2,283 76.6
Utah UP 1,334 1,770 75.4
New Mexico BNSF 1,611 2,172 74.2
Virginia NS 2,144 3,194 67.1
Washington BNSF 1,849 2,760 67.0
West Virginia CSX 1,529 2,371 64.5
Connecticut P&W 312 486 64.2
South Carolina CSX 1,302 2,097 62.1
California UP 3,579 5,798 61.7
Pennsylvania NS 2,508 4,094 61.3
Nevada UP 1,200 2,009 59.7
Maine MM&AR 542 914 59.3
Maryland CSX 565 959 58.9
Colorado UpP 1,799 3,162 56.9
New Jersey NS 933 1,649 56.6
Nebraska BNSF 1,700 3,022 56.3
North Carolina NS 1,441 2,580 55.9
North Dakota BNSF 2,059 3,785 54.4
South Dakota BNSF 930 1,729 53.8
Arizona UP 664 1,259 52.7
Georgia NS 1,839 3,516 52.3
Wyoming BNSF 966 1,852 52.2
Texas UP 6,367 12,344 51.6
Arkansas UprP 1,342 2,604 51.5
Ohio CSX 2,283 4,525 50.5
Indiana CSX 1,909 3,867 49.4
Oregon UP 1,097 2,245 48.9
Tennessee CSX 1,024 2,111 48.5
Massachusetts CSX 436 947 46.0
Oklahoma BNSF 1,198 2,614 45.8
Alabama NS 1,393 3,149 44.2
Minnesota BNSF 1,710 3,943 43.4
Mississippi GTW 843 2,008 42.0
lowa UP 1,628 3,943 41.3
Louisiana UP 1,143 2,784 41.1
Wisconsin GTW 1,655 4,064 40.7
Kansas UP 2,355 6,013 39.2
Missouri BNSF 1,778 4,647 38.3
New York CSX 1,322 3,599 36.7
Michigan GTW 1,012 3,151 32.1
lllinois UP 2,272 8,552 26.6

Forty-five State Total | | 71185 137,434 | 51.8%

Source: AAR, Railroads and States, 2002

! Total miles of road operated (including trackage rights) by Class | and
Regional railroads.

R.L. BANKS & ASSOCIATES, INC. lb
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Combined with MRL (which operates on BNSF-owned track), BNSF operates 94.2
percent of the route miles in Montana, a figure close to the share of revenue (94.9
percent) on traffic which the carriers originated or terminated in the state.®*

The BNSF/MRL share is the highest in the nation — only 296 of the total 3,296 route
miles®® in Montana are operated by other carriers. No other state with meaningful rail
operations has a carrier with a share exceeding 80 percent and no state with equivalent
total rail mileage has fewer than a thousand miles operated by non-dominant carriers.

Montana’s Railroad Monopoly and Constraints on Economic Development

Tables 16 and 17 provide persuasive evidence of the lack of rail-to-rail competition in
Montana. What they do not show is the absence of intermodal competition as well.
According to the 1997 Commodity Flow Survey,®® shipments originating in Montana
during 1997 — all modes -- are estimated to have totaled 95,778,000 tons valued at
$12.996 billion, and moving an average of 326 miles per shipment. (AAR data show
that 41,224,000 tons originated by rail in Montana in 1997.) Of the Commodity Flow
Survey totals, 52,789,000 tons, or 55.1 percent, valued at $2.793 billion (21.5 percent),
produced 62,939 million ton-miles, or 92.4 percent of the transportation effort pertaining
to all state originated freight. There was no evidence of any water competition.

The average haul length of rail shipments was 1,136 miles, compared with 168 miles for
for-hire truck and 66 miles for private truck. The relative length of haul characteristics
was relatively consistent for all commodities in which both rail and truck both had
significant shares. Railroads moved nonmetallic minerals an average of 1,312 miles,
trucks, 377 miles. Fuel oils moved 1,090 miles by rail on average, 73 miles on trucks.
Coal and petroleum moved 1,049 miles and 125 miles, rail and truck, respectively, wood
products 1,672 miles and 213 miles, logs 535 and 87, primary metals 1,667 miles and
107 miles. Evident from these data is th